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aT Law 


January 25, 1967 


Hertz, Neumark & Warner 
-. No. 2 B roadway 
_* . - * New York, New York 10004 . 


: Attention: Mr. Norman F. Carney 
Gentlemen: 7 


This is to advise you that I have checked 
the question of a member firm of the New York Stock Exchange 
, Splitting over-the-counter comm sions with an over-the- 
‘* counter house, which is not a m ber firm of the Exchange, 


with the Department of Member Firms of the New York Stock 
Exchange. 


; I have been advised that there is no pre- ~° 
sent rule against this type of split in commissions as long 
as both firms are members of the NASD. ‘on. 


_ I_have checked the Directory and Guide of 
the New York Stock Exchange and I have been unable to find 
any rule against splitting commissions of this type. I have 
also spoken to Mr. Schaffler of the Department of Member 
Firms of the New York Stock Exchange, and he advised that 
there is no restriction gainst the same. ‘ 


However, in connection with this advice, 
it is vitally imprtant that you observe the fact that no 
commission arising out of a listed security can be shared 
in any way with a non-member firm. It is vitally important 
that you carefully check the securities out of which the 
commissions arise, to be sure that at no time will your firm 
distribute any part of the commissions arising out of a 
listed transaction with anyone other than a member, member 
firm, or member corporation of the New York Stock Exchange. 


Ne truly yours, 


Blam Alig! 3° 


ee 


MIBIT IV(b) 


February 10, 1967 


Mr. Norman Carney 

Hertz, Neumark & Warner 
.. 2 Broadway 

New York, N. ¥. 


Dear Norman: 


As per your request of February 8th, I wish 
to advise you that it is the intention of my letter of 
January 25, 1967 to include the right of your firm to 
split commissions in Over-the-Counter stocks with other 
NASD member firms. You will note that in my letter of 

- January 25th, I refer to the fact that there is no present 

rule against splitting commissions in Over-the-Counter 
stocks, as long as both firms are members of the NASD. 


I trust that this ‘etter will broaden my 
previous opinion sufficiently to meet your needs in this 
matter. 


If I can be of further assistance to you in 
any way please do not hesitate to communicate with me. 


Very truly yours, 


- 
- 


Pg ° 
APeriodie Report to the Exchange Community 
‘rom G. Keith Funston 


Ae ee at Gee fa FR oe Oe Oe SOR oo Le oe Oe oo 


July 21, 1967 
Issue #16 


I last reported to you on May 4 about the work of the Special 
Committee on Member Firm Costs and Revenues. Since that time the — 
Committee has been studying some basic facts about the relationships - 
between the Exchange community and its customers. Several problem 
areas have been identified which are related to the present commis- 
sion structure, and which a di*ferent commission structure might 


make more tolerable. : oe 


The first problem area is the relationship between different sized 
trades and the commissicns they produce. The table below, based on 
trades reported in the 1966 Public Transaction Study, highlights the 


important facts. 


Trades - Commissions 
Odd Round ~ Qdd Round 
Size of Trade " Let Lot Total Lot _Iot_ Total 
$ 0- 2,500 35% 13% 48% 9% 6% 15% 
2,500 - 5,000 , & 26 3 15 18 
5,000 - 25,000 i = 23 3 33 34 
25,000 - 100,000 - 3 3 - 18 18 
100,000 + ee ahs ate poe: eS 
41% 59% 100% 134 €7% 100% 


The table shows that almost half (48%) of the trades handled by 
memoer firms on the PTS day were for less than $2,500, and these 
produced only 15% of the commission income. At the cther end of 
the scale, less than one percent of the trades were for more than 
$10,000 - and these, too, produced 15% of commissior income. 


Generally speaking, the smaller trades are handled fer individual 
cuszomers of limited means. Often these are the very persons most 
in need of time consuming securities advice and financial counseling. 
Yet these trades produce a disproportionately small amount of 
commissions. The result is that frequently securities service is 
extended to these persons at a loss. Most of them would want to 
pay their own way for the level of service they need. 
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Individual firms whose mix of business is typical of the industry 

can adjust for losses on small trades by use of income from large 
trades within their own firm. But the firms which handle mostly 

small accounts cannot compensate this way. The Committee feels it 
would be fairer to them and better for their customers if small trade 
commissions were brought more nearly into line with small trade costs. 


Another problem is the wide disparity in commission rates between 
low priced and high priced stocks. The table below shows the dollar 
amounts and percentage rates of commissions on $25,000 invested in 
stocks at $5, $50, and $250. 


Price of Stock Commission ys of Value 
. 3 "$600 2.40% 
50 220 F 87 


“250 a 26 


The commission on the $5 stock is almost ten times the commission 

fon the $250 stock. This has the effect of favoring the customer 
who buys high priced stock over the customer who buys low priced 
stock. ; 


; Orders for multiple lots of low priced shares may be more costly 

to handle than orders for single lots of high priced shares, but 

the difference in commissions is out of line with the difference 

in costs. The Committee feels it would be better if these commission 
differences were made smaller. 


The third problem area has to do with the type of business being 

done today on the Exchange. In 1947, when the pres2nt commission 
structure was adopted, most trades were for 100 shares, and it made 
sense for commissions to be based on the money involved in a single 
round lot. The increase in institutional business since 1947 has 
brought an increase in block trades. Figures from 1947 are not 
available, but the change between 1961 and 1966 can be measured by 
the distribution of money value by round lot order size in the Public 
Transaction Studies in those two years, and itis inpressive. 


‘Public 200-1, 000 Gver 1,000 
Transaction Study 100 Shares shares _ Shares 
September 13, 1961 40% 49% 11% 


October 14, 1966 Se oY s 26 


The Committee believes the change in the nature of ‘the business — 
done on the Exchange would justify a change in the way commissions 
are calculated to better reflect the handling cost of block orders 
as compared to 100 and 200 share orders. a 


The fourth problem area is the effect on overall commission rates 
of the long standing trend of a rising average price of shares 
traded. The round lot based commission schedule, as we have seen, 
produces a higher rate for low priced stocks and a lower rate for 
high priced stocks. For many years we have been saying that public 
commissions are about 1% of the value of shares traded. But let's . 
look at the actual average rates realized on trades reported in 

the last three Public Transaction Studies. 


: oo Commissions as a 
Public - - percent of value 
Transaction Study . gf shares traded 


October 16, 1963 a ” 198% 
March 10, 1965 ee 
October 19, 1966 oo ee 


Member firms hove seen their average rate of commission decrease 
9% in these three years because of the rise in the average price 
of shares traded. What's more, the rise from 1963 to 1966 is just 
part of a long term trend in average price of shares traded: from 
$21.30 in 1943 to $35.50 in 1958 and $44.70 in 1966. The Committee 
would like to see this gradual but substantial erosion in the rate 
of member firm commissions stopped... : 


The Committee has not found a ready made solution to these problems, 
but it is exploring a change in commission structure which might 
be better for customers and firms alike. 


The change would be that the amount of commission would be largely 
governed by the dollar size of the order rather than the price of 

. the stock. The final commission on a multiple round lot order 

_ would no longer be simply a multiple of the 100 share rate. Instead 
it would become proportionately lower as the tetal amount of money 
in the order grew. oo 
The idea of an order based schedule is not new. It was suggested 
as early as 1953 by the predecessor to this Committee, and has been 
discussed from time to time in the years between. The reason the 
order based idea is being looked at in depth now is that circumstances 
have changed, so that an approach considered inappropriate 14 years 
®g0 may well be right on target today. 
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An order based schedule could redistribute commission income so 
that member firms handling small orders would get a more equitable 
portion of total commissions. It could reduce or eliminate the 
wide disparities in commission rates arising from differences in 
share prices. and in the process decrease or eliminate the erosion 
in the rate of conmission income as a result of a long term rise 
in the average price of shares traded. It could provide member 
firms and their customers with a method of computing commissions 
which would be more valid for the increasingly institutional markets. 
of today and tomorrow. All these effects would be on the plus side 
of the ledger. po 


But no system is perfect, and the order based schedule has some - 
features on the minus side of the ledger, too. For one thing, it 
would be a more complicated operations job of processing trades in 
both computerized and manual firms. Also, nonmember financial 
institutions might be able to group their'customer orders to gain 
lower commission rates. Early indications are that orders would 
ot be grouped much more than they are today, but further study 

of this question is needed. hue : 


Another complication which needs further study is that not only 
NYSE trades may be affected by a new schedule. Member firms hcve 
raditionally used the NYSE schedule to establish commissions on 
agency over-the-counter trades, and other Exchanges have followed 
similar schedules. An order based NYSE schedule should take into 
on3ideration the economic effect of possible use of the same 

Structure in such other trades. 


These difficulties are being carefully studied by the Committee to 

pee: how the problems may be minimized and whether, on balance, an 
prcer based schedule should be recommended. If the answer is yes, 
Anew and extensive sample of orders will have t> be taken to 

perve as a model for constructing and testing a specific schedule. 
mne sample would be something like a Public Transaction Study, and 
mold involve a lot of work by both the- member firms and the Exchange. 


mubjects scheduled for discussion in future papers are associate 
em>ership, nonmember discount and commissions between members. In 
his connectior, I can't emphasize enough that while the Committee 
S® consider these subjects one at a time, the final recommenda- 
ions will be a package whose parts will Be interdependent. 


ne Committee is interested in how the membership feels about its 
kploratory thinking on a different commission structure. Your 
bmnents on this interim report will be warmly welcomed. 


Sincerely, 


BEST GOPY AVAILABLE 
eae 


YORK STOCK EXCHANGE 
ELEVEN WALL STREET 


New YoRK,N.Y. 10005 


sloe 7 
‘4 ~~ 


All Members ou. ember 10, 8968 


poe «TY  « =o 


“Ss 


SUBJECT: Proposed Amendment of. Article XV 
ae At its policy meeting today the Board of Governors approved 
a proposed amendment to Article XV of the Constitution. The amendment 
provides a reduced rate for that portion of large orders over 1,000 
shares, an across the board reduction in intra-member rates and a pro- 
hibition of customer directed give-ups. The text of the amended article 
is attached. The Securities and Exchange Commission has informed us 
that the amendment is acceptable and has called for an effective date 

of not later than December 5, 1968. At the same time the Commission 
pointed out that the alternative to the proposed amendment is negotiated 
commissions for orders over $50,000. ee ee 


The amendment will. help preserve the minimum commission by 
eliminating abuses which have developed with changing patterns of customer 
trading in recent years, and which have resulted in a leakage of the 
commission dollar. Customers with large orders are entitled to reduced 
rates because of the lower costs of processing those orders. Incorpor- 
ating the reduced rates into the. commission schedule will remove much 
of the pressure to get them circuitously, while prohibiting customer 
directed give-ups will remove the means for doing so. The reduction of 

m intra-member rates will distribute the reductions in commission income 
throughout the membership. 


A great deal of work and painstaking negctiation has gone 
-into this amendment. Many variations and alternatives were discussed 
and tested. Our aim throughout was to produce an interim schedule which 
would be in the best interests of the public and the industry and in 
which the impact would be distributed among member firms as fairly as 
possible. We believe the resulting amendment, while by no means perfect, 
4s the best which can be devised given the need for SEC approval. 


The amendment is herewith submitted to the membership for 
balloting. Instructions for voting are printed on the enclosed Ballot. 
The Ballot should be delivered, in the envelope provided, to the Secretary 

yA of ‘the Exchange by 3:30 p.m., October 24, 1968. 
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BACKGROUND OF PROPOSAL 


Initial Exchange Proposal Sel Waites i 


- 


The submission of this amendment to the membership follows 
‘ long and intensive negotiations with the Securities and Exchange Com- 
mission and its staff. The present phase of these negotiations began 
with our proposal to the SEC on January 2, 1968 of a five point package. 
The package was recommended to the Board by the Special Committee on 
Member Firm Costs and Revenues with the approval of its Regional Firms 
Advisory Group and the Association of Stock Exchange Firms. The five 
points were a volume discount, continuation of customer directed give- 
ups with a percentage limit, elimination of reciprocal practices in 
all markets which result in de facto rebates of NYSE commissions, 2 
nonmember discount and SEC action to limit membership on all exchanges 
to bona fide broker dealers. ee : 


“SEC Proposed Rule 10(b)10 ae 4 

The SEC did not directly respond to the Exchange's package 
proposal. Instead, on January 26 they published for comment a proposed 
Rule 10(b)10, which would prohibit give-ups of commission directed by 


investment companies (and perhaps by other fiduciaries as well) unless 
the full amount given up were credited or paid to the investment company. 


Pere eee 


- wee - 


Department of Justice Comments 


Department of Jus) 


-The Department of Justice responded to the publication of 
proposed Rule 10(b)10 by sending its comments on April 1. The comments 
went beyond the proposed rule and questioned the necessity for minimum 
commissions in the securities business. It recommended that the SEC (hy 
hold hearings to determine the extent to which commission rate fixing 
by the Exchange is required by the purposes of the Securities Exchange 
Act of 1934, (2) eliminate all rate’ fixing found not to be in the public 
interest and (3) develop standards of reasonableness for any rate fixing 
permitted to continue. The Department of Justice also recommended that 
the SEC determine the proper means for assuring equitable and nondiscrim- 
inatory access by nonmember broker dealers to the NYSE market. 


In response to the Department of Justice's comments, the 
SEC called for hearings to begin on July 1 to look into, among other 
things, reciprocal arrangements and give-ups, the necessity for minimum 
* commissions, institutional membership and access by nonmember broker 
dealers. At the same time, in a letter dated May 28, the SEC requested 
pursuant to Section 19(b) of the Securities Exchange Act that on or 
before September 15 the Exchange modify its commission rate structure 
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- * \ a . big g. 
either a) in accordance with a revised commission schedule attached 
to the letter (and described below), or alternatively, .b) by eliminating 
minimum rates of commission on orders over $50,000.» The SEC also asked 
that appropriate reductions be made in intra-member rates. The SEC 
stated that these changes were intended as an interim step until the 
Commission had determined, after: the hearings were completed, what 
would be the optimum form of rate structure or whether there should 
be any schedule of specified rates. 

oe Sah NA Re eek 


Second Exchange Proposal et) pee 4 popes 


: On June 27 the Board of Governors approved in principle . 
a volume discount in the nonmember commission schedule and an appropriate 
corresponding reduction of intra-member rates, a step by step elimination 
of customer directed give-ups over-a period of at least one year and a 
one third discount to qualified nonmember broker dealers after a legal 
problem posed by Section 3(a)(3) of the Securities Exchange Act had 
been resolved. Like the earlier package proposal, this one was recom- 
mended by the Costs and Revenues. Committee after consulting with its 
Regional Group and the ASEF. The Board's action was publicized in a 
letter addressed to the SEC and also sent to the membership on the same 
day. MEN ht il i ae ae 

Following its earlier approval in principle, on August 8 

the Board approved the details of the Exchange's proposal to the SEC. 
That proposal is the amendment which is now before the membership for 
a vote. On August 30, having solicited and received comments from other 
exchanges, the NASD and industry associations, the SEC informed the 
Exchange that it would modify alternative (a) of its May 28 request 
to conform to our proposal, leaving alternative (b), elimination of 
minimum commissions on orders over $50,000, unchanged. On September 4, 
the SEC further modified their original request to change the effective 
date from September 15 to not later than December 5, 1968. 


a. On September 5 the Board of Governors, pursuant to Article XX 
of the Constitution and Rule 26, accepted and laid the proposed amendment 
on the table. Following today's action by the Beard, the balloting 
period will run for two weeks, unless at the end of that time less than 
the majority of the members have voted, in which case the balloting will 
continue for an additional two weeks. If approved, the amendment will 
become effective on December 5. oye tiga: 


A dl —™ 


’ EXPLANATION OF THE AMENDMENT 


Nonmember Schedule 


In its May 28 request, the SEC included as alternative (a) a 
commission schedule which would -have provided a reduced rate of commission 
for that portion of an order exceeding 400 shares, with the life of fhe 


ORK STOCK EXCHANGE 
ELEVEN WALL STREET 


New Yor«,N. Y. 10005 
W. HAACK ; ( 
PREMOENT 


November 22, 1968 
MEMBERS AN) ALLIED MEMBERS 


SUBJECT: COMMISSIONS-RECIPROCAL ARRANGEMENTS 


As the effective date of Decem>er 5 approaches for the 
start of the new interim commission plan, instances are coming tc 
light where some members and institution3l customers seek to violate 
the spirit, if not the letter, of the baa on customer-directed 
give-ups by means of reciprocal and clearing arrangements. 

It cénnot be emphasized too strongly that the ban on 
give-ups was adopted as one means of strzngthening and preserving 
the minimum comission structure, and that it must not be circumvented 
through misuse of traditional arrangements between members of this 
Exchange and the regional sie Da . 


The issue - stake is no 7 than the future of the 
minimum commission structuxe. 


te line with this concern, I attach a letter of November 21 
to Chairman Cohen of the SEC making clear that the Exchange reserves 
the right to change the rules or interpretations governing reciprocal 
arrangements between its members and menbers of regional stock 
exchanges. 


The Exchange has agreed with the SEC that the prohibition 
“of customer-directed give-ups is not intended to abolish arrangements 
that have existed for many years between members of the NYSE and 
regional exchanges. oe és : 
However, experience with the new interim commission schedule 
may require changes in the present interpretation of our rules 
| affecting reciprocal relationships if it becomes apparent that the 
integrity of the minimum commission schedule is threatened. 


In order to give the Exchange the information on which to 


base any action that may be required in this area, the Board o£ 
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Governors has approved in principle a rule requiring all members and 
member organizations to secure from the Exchange approval of any 
reciprocal or clearing arrangements relating to NYSE listed business. 
The proposed rule, subject to comment by the SEC, will require 
written reports of these arrangements, iacluding the names of the 
participants, the dollar amount of business involved or contemplated, 
a description of the arrangement and the reasons for the arrangement. 


Reports under the rule will not be required, of course,. 
until after the rule is approved in its final form by the Board cf 
Governors following discussion with the SEC.- The membership will be 
notified in advance of the effective date. 


In addition to aiding the Exchange in enforcement of its 
minimum commission rule, the proposed reports on reciprocal and clear- 
dng arrangements should also provide valuable data for the study the 
Exchange already has launched to develop detailed standards for @ 
‘more permanent commission structure. 


New YORK STOCK EXCHANGE 
ELEVEN WALL STREET: 


New York,N.Y. 10005 


DECAT W.HAACK 
PARBIOENT : Iau a 


ae ‘November 19, 1968 


Mr. Manuel F. Cohen, Chairman 
Securities and Exchange Commission 
500 N. Capitol Street, N.W. — 
Washington, D.C. 20549 © 


Dear Chairman Cohen: _ 


. This is in reply to your letter of August 30, 1968 
modifying the request contained in your. letter of May 28, 1968. 


The following language has becn added to Article XV, 
‘Section 1 of the Exchange Constitution: ae, 
_*@o member, member firm or member corporation shall, i 
consideration of the receipt of listed: business and at 
the direct or indirect request of a non-member or by 
direct or indirect arrangement with a non-member, make 
any payment or give up any ‘work or give up all or any 
part of any commission or other property to which such 
member, member firm or member corporation is or will be 

entitled." ; 


In your letter you ask for confirmation that the additional 
language is intended to prohibit all forms of customer directed 
give-ups, but is not meant to preclude or interfere with non-customer 
directed interdealer reciprocal business on regional exchanges nor 
is it designed to prevent the procedures whereby broker-dealer 
affiliates of institutions may credit or return commissions to 
institutions with which they are affiliated. We assume that the 
word "interdealer" in your letter means "inter-broker" and that 
the procedures referred to for affiliates of institutions are those 
permissible under rules of regional exchanges but not of the New 
York Stock Exchange. 


Under these. assumptions, we agree with your understanding 
that the prohibition of customer directed give-ups is not intended 
to preclude or interfere with the inter-broker arrangements as they 
have existed for many years, whereby NYSE members have given their 
regional exchange business to regional-only members in reciprocity 
for NYSE business which the regional members have obtained casually 
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in the course of their othex b .iness. 


However, the interim commission schedule which will 
become effective on December 5 {s expected to bring about changes 
in trading patterns, particularly those of institutions, which are 
unforeseeable. For instance, it is beginning to appear that 
arrangements which today involve principally the above described 
traditional broker-to-broker reciprocity for listed NYSE business 
generated by members of regional stock exchanges may, after 
December 5, be used to subvert the intent of the give-up prohibit“.on 
in the interim schedule, revive the give-up practices which it is 
designed to prohibit, and be a vehicle for circumventing the: anti- 
‘rebate provisions of Article XV, Section 1 of the Exchange Constit-uticn. 
In view of these uncertainties, we must nike clear that 
if future experience shows that these arrangements are being used 
to circumvent the give-up prohibition or the anti-rebate provisions 
of the Exchange Constitution, we may be required to change our 
interpretation to prevent sharing of commissions through a barely 
disguised give-up technique and to protect the integrity of the 
minimum commission, which we deem more important to the public 
interest than inter-broker reciprocity. 


Very truly yours, 


“~QCG ADMINISTRATIVE PROCEEDING 
' 902 Ws Sg? 


UNITED STATES OF AMERICA 
Before the 2 
SECURITIES AND EXCHANGE COMMISSION 
February 3, 1966 


In the Matter of 


1.0.S., LTD. (S.A.) d/b/a 
INVESTORS OVERSEAS SERVICES 
(8-8622) 

ORDER FOR PUBLIC 
PROCEEDINGS PURSUANT 
TO SECTIONS 15(b) AND 
154A OF THE SECURITIES 
EXCHANGE ACT OF 1934 


INVESTORS CONTINENTAL SERVICES, LTD. 
(8-6948) 


BERNARD CORNFELD 
EDWARD M. COWETT 
ALLEN R. CANTOR 
W. THAD LOVETT 
ROBERT NAGLER 
HYMAN FELD 


. 
. 
e 
e 
° 
. 
e 
. 
e 
e 
2 
. 
* 
. 
e 
. 
Cy 
. 
e 
e 
© 
. 
e 
° 
o 
. 
° 
a 
& 
* 
-* 
e 
° 
e 
o 
2 
s 
e 


(Securities Exchange Act of 1934) 
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The Commission's public official files disclose and the Division 
of Trading and Markets alleges: 


A. 1.6.S8., Ltd. (S.A.) d/b/a Investors Overseas Services (10S), 
a Psnaix. corporation, having its principal office at 119 rue de Lausanne, 
Geneva, switzerland, became registered as a broker-dealer with the Commis- 
sion pursuant to Section 15(b) of the- Securities Exchange Act of 1934 
(Exchange Act) on June 10, 1960. 

B. Investors Continental Services, Ltd. (ICS), having its 
principal office at 7 West 57th Street, New York, New York, became regis- 
tered as a broker-dealer with the Conmission pursuant to Section 15(b) of 
the Exchange Act on November 18, 1958 and is a vember of the National 
Association of Securities Dealers, Inc. 
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ce IOS is the beneficial owner of more than 10% of the equity 
securities of ICS. 


D. Bernard Cornfeld (Cornfeld) is the president, a director and 
beneficial owner of more than 10% of the equity securities of 10S and a 
director and indirect beneficial owner of more than 10% of the equity securi- 
ties of ICS. 
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E. Edward M. Cowett (Cowett) is a vice-president and a director 
of IOS and secretary and a director of ICS. 


F. Allen R. Cantor (Cantor) is senior vice-president of IOS. 
G. W. Thad Lovett (Lovett) is executive vice-president of I0S. 
H. Robert Nagler (Nagler) is a director of I0S. 


I. Hyman Feld (Feld) is president and a director of ICS and an 
assistant-secretary of 10S. 


J. Pursuant to Rule 17a-7 of the Exchange Act IOS filed on 
May 27, 1960 an undertaking signed by Cowett to furnish at its own expense 
to the Securities and Exchange Commission, at its principal office in 
Washington, D. C., "true, correct, current and complete copies of any 
part of the books and records which the undersigned is required to make, 
keep current or preserve pursuant to any provision of any tule or regulation 
of the Securities and Exchange Commission under the Exchange Act." 


K. The Fund of Funds, Ltd., a non-resident Canadian corporation 
with its principal office art. 119 rue de Lausanne, Geneva, Switzerland, is 
engaged in investing principally in shares of investment companies registered 
under the Invesctirent Coinpczny \et of 1940 (Imvestment Company Act). 


L. The IOS Investment Program for the accumulation of interests in 
The Fund of Fun:s, Ltd. is a front-end load installment payment plan, or a 
fully paid plan. sponsored hy £05, by means of which interests in The Fund of 
Funds, Ltd. arc offered for sale ind sold. 


M. No registration statement has been filed or is in effect with 
the Commission under the Securities Act of 1933 (Securities Act) with respect 
to the securities comprising interests in The Fund cf Funds, Ltd. or with 
respect to the participations in the IOS Investment Programs. 


N. Neither The Fund of Funds, Ltd. nor the IOS Investment Program 
relating thereto has filed an application pursuant to Section 7(d) of the 
Investment Company Act and neither has registered with the Commission 
pursuant to Section 8 of the Investment Company Act. 
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©. On May 28, 1965 Value Line Special Sttuations Fund, Inc. 
(Value Line) filed a prospectus in connection with post-effective amendment 
No. 22 to its registration statement pursuant to Sections 7 and 10 of the 
Securities Act and Rule 424(c) thereunder. 


P. On May 20, 1965 Convertible Securities and Growth Stock Fund, 
Inc. (Convertible) filed a prospectus in connection with post-effective 
amendment No. 26 to its registration statement pursuant to Sections 7 and 
10 of the Securities Act and Rule 424(c) thereunder. Pa 


Q. On September 20, 1965 Research Investing Corporation (RIC) 
filed post-cffective amendment No. 15 to its registration statement pursuant 
to Sections 7 and 10 of the Securities Act. : 


R. On October 19, 1965 American Investors Fund, Inc. (American) 
filed a proxy statement pursuant to Section 14 of the Exchange Act. 


S. Value Line, Convertible, RIC and American are investment 
companies registered pursuant to the provisions of the Investment Company 
Act. ° 
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The staff has obtained information which tends to show and the 
Division of Trading and.Markets alleges: 


A. VIOLATIONS OF SECTION 5 OF THE SECURITIES ACT AND VIOLATIONS OF SECTION 7 


OF THE INVESTMENT COMPANY ACT 


1. 10S is the underwritereand exclusive distributor of the 10S 
Investment Program for the accumulation of interests in The Fund of Funds, 
Ltd. (FOF) which includes interests in numerous other securities in the 
portfolio of FOF. In the offer and sale of the IOS Investment Program, I0S 
has used the United States mails and means and instrumentalities of inter- 
state commerce. 


2. No registration statement pursuant to Section 7 of the Securi- 
ties Act with respect to interests in FOF or participations in the I0S 
Investment Program has been filed with the Commission and none has been 
declared effective. Accordingly, during the period from approximately 
September 1, 1962 to the present time, 10S, Cornfeld, Cowett, Cantor, Lovett 
and Nagler, singly and in concert, wilfully violated Sections 5(a) and 5(c) 
of the Securities Act in that said persons, directly and indirectly, made 
use of the means and instruments of transportation and communication in 
interstate commerce and of the mails to offer to sell, sell and deliver after 
sale securities, namely the 10S Investment Program for the accumulation of 
interests in FOF, when no registration statement was in effect as to said 
securities under the Securities Act. 
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3. Neither FOF nor the I0S Investment Program relating thereto 
has filed an application pursuant to Section 7(d) of the Investment Company 
Act and neither has registered with the Commission pursuant’ to Section 8 of 
the Investment Company Act. Accordiigly, during the period from approximately 
September 1, 1962 to the present time, IOS, Cornfeld, Cowett, Cantor, Lovett 
and Nagler, singly and in concert, wilfully violated and wilfully aided and 
abetted violations of Section 7(d) of tne Investment Company Act in that 
said persons, directly and indirectly, made use of the means and instrumenta- 
lities of interstate commerce and of the mails to offer for sale, sell or 
deliver after sale in connection with a public offering of securities of 
investment companies (as defined in the Investment Company Act), namely FOF 
and the 10S Investment Program for the accumulation of interests in FOF, 
which companies are not and have not been organized or otherwise created 
under the laws of the United States or of a state. 


* 4, Had such registration statements been filed and effective 
under the Securities Act and the Iiivestment Company Act, full disclosure 
would have been required by the provisions of Sections 7 and 10 of the 
Securities Act and Sections 24 and 30 of the Investment Company Act, and 
the respective rules, regulations and forms thereunder, with respect to 
matters which have been inadequately and inaccurately disclosed as herein- 
after stated; and such failure to register in that mannez adversely affected 
the public interest and the interest of investors. 


a. Quarterly reports of FOF to investcrs, under the heading 
"Highlights," include a table which compares the net 
asset value per share performance ci FCF over stated peri- 
ods of time with the performancs: of the "Mutual Fund 
Industry average," "Standard & Poor's '500' Stock Index" 
and "Dow-Jones Industrial Stock Average.’ The table omits 
to disclose to investors that while the FOF net asset 
value per share refl-ccts the reinvestment of all net 
dividend and interest incom: and realized capital gains, 
the Standard & P:or's '560" Stock Index and the Dow-Jones 
Industrial Stock average do not include any element of 
reinvestment of income. The Mutual Fund Industry average, 
co whict comparison is also made, is not identified and 
the FOF reports do not state whether or not this average 
reflects such reinvestment. Nor do the FOF reports 
disclose that registered investment companies, with rare 
exceptions, distribute such dividends, income and 
realized gains to their shareholders. Contrary to items 
(h) and (q) of the Commission's Statement of Policy 
(17 CFR 271.2621), the table (i) omits to disclose 
material differences between the subjects of the compari- 
son and (ii) compares the performance of FOF with that of 
a Mutual Fund Industry average without disclosing whether 
the companies whose shares are held in the portfolio of 
FOF constitute a rroup of companies which generally 

- approximates in composition and character the group of 
companies whose shares are included in the Mutual Fund 
Industry average to which comparison is made. 
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The prospectus of FOF dated May 3, 1965, at pases, the annual 
report of FOF to stockholders for-the year ended December 31, 
1964, at page 11, and the semi-annual report of FOF to stock- 
holders for the six months ended June 30, 1965, at page 9, 
present charts which do not conform to item (j) of the 
Commission's Statement of Policy relating to the form and 
content of charts employed in the offer and sale of invest- 
ment company securities. . 

The prospectus of FOF dated May 3, 1965 contains a "State- 
ment of Net Ausets." Note 1 to the financial statements 
contained therein states that as of December 31, 1964 there 
were 7,841,688 Class A non-voting shares and 350 common - 
shares of FOF outstanding. Said note and prospectus omit 

to disclose that all of said 350 shares (the only outstanding 
voting shares) are controlled by I0S. 


The prospectus of FOF dated April 1, 1964 and the prospectus 
of FOF dated May 3, 1965 each contain a section entitled 

"The Fund May Invest In" in which the various ways in which 
the assets of FOF may be invested are discussed. Neither 
prospectus discloses, however, that by reason of its control 
of all of the outstanding common (voting) stock of FOF, 10S 
may cause, and as set forth below tas caused, the investment 
policy of FOF to be changed at will. 


(i) Tk- prospectus of FOF dated April 1, 1964 states that 
the «und may invest in 


(A) "Shares issued by any open-end investment company 
(mutual fund) registered with the United States 
Securities and Exchange Comnission which primarily 
invests in U.S, securities. (The Securities and 
Exchange Commission is a permanent agency of the 
United States government which carefully regulates 
the securities industry in the U.S.) /Emphasis in 
original./ 


"-Securities issued by any publicly-owned corpora- 
tion in the United States principally engaged in 
the management and/or distribution of open-end 
investment companies, 


"«-Obligations of the United States or Canadian 
governments, or cash and time deposit certificates 
issued by any bank or trust company having a net 
worth in excess of US $5,000,000. (Such invest- 
ments are often intended for periods when unusual 


-5- 


Ce a 


— ae 


e 


ea 5 ie Gn conditions occur and Management considers 
that a defensive position is indicated. At such 
times, Management will emphasize conservation of 
principal and will maintain sufficient cash 
balances to permit the purchase of additional 
holdings at more favorable prices.)" 


Without stating that the iavestment policy had been 
changed since April 1, 1964, and without identifying 
or explaining the reasons and purposes for, and the 
effects of, the changes, the prospectus of FOF dated 
May 3, 1965 states the investment policy of FOF as 
follows: 


(A) "--Shares issued by any open-end or closed-end 
investment company registered with the United 
States Securities and Exchange Commission under 
the Investment Company Act of 1940; (The Securi- 
ties and Exchange Commission is a permanent agency 
of the United States government which regulates 

' the securities industry in the U.S ls /Emphasis in 
original, / 


“eeSecurities issued by any comany engaged in the 
management and/or distribution of such investment 


companies. 


(C) “=-Obligations of the United States or Canadian 
governments, or time deposit accounts in a 
recognized bank or trust company." 


The prospectus of FOF dated May 3, 1965 does not disclose 


(A) that the changes made in transforming paragraph 
(1) (A) into paragraph (ii)(A) above among other 
things -- 


(1) permit FOF to invest in securities issued 
by registered investment companies, but not 
registered under the: Securities Act, with the 
consequence that during the period from 
April 30, 1965 to October 12, 1965, $10,000,000 
of the assets of FOF were in fact invested in 
unregistered securities of The York Fund, Inc., 
a newly organized investment company controlled: 
by 10S, which owns 45% of the York Management 
Company, Ltd., the investment adviser of The 
York Fund, Inc.; and 
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(2) permit the assets of FOF to be tnvested in 
shares of registered investment companies 
which are primarily engaged in investing 
in non-United States securities. 


that the changes made in transforming paragraph 
(i) (B) into paragraph (11)(B) above permit the 
assets of FOF to be invested in securities of 
companies "engaged in the management and/or 
distribution of such companies" which are not 
publicly-owned, under circumstances where I0S 
controls and owns a substantial interest in 
such companies. 


the changes made in transforming paragraph (4) (C) 
into paragraph (ii)(C) above -- 


(1) permit the assets of FOF to be held in 
time deposits as an integral, continuing, 
non-defensive element of its investment 
purposes; and 


permit the assets of FOF to be invested 
in any bank or trust company, so long.as 
it is a "recognized" (by whom, and upon 
what criteria, is unstated) bank or 

trust company, even though the "bank or 
trust company" has a net worth of less 
than $5,000,000 under circumstances where 
IOS wholly owns, controls, and directly 
or indirectly has interests in banks which 
under these terms will be eligible to 
receive time deposits from FOF. 


(iv) Since the prospectus of FOF dated May 3, 1965, the 
investment policy of FOF has been changed to permit 
it now to invest in securities issued by Canadian 
investment companies not registered with the Commis- 
sion, under circumstances where I0S wholly owns 
I.0.S. of Canada, Ltd., which wholly owns Regent 
Advisers (1963) Ltd., d@ Canadian company which 
manages and underwrites Regent Fund, Ltd., a 
Canadian investment company whichis not registered 
with the Commission. 


The prospectus of FOF, the prospectus for the IOS Investment 
Program for the accumulation of interests in FOF, and the 
periodic reports of FOF do not disclose the extent to which 
IOS derives revenues from its operations relating to FOF. 

In particulars 
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(i) The semi-annual report of FOF dated June 30, 1965 
indicates, in a statement of net assets made a part 
thereof, that included in the assets of FOF as of 
that day was "cash, including interest-bearing 
deposit accounts of $38,400,000," in the total amount 
of $46,367,600. Note 6 to the financial statement 
states in relation thereto: 


"Interest-bearing deposit accounts may be 

_ maintained by or for the Fund in recognized 
banks or trust companies. Although 1.0.S., - . 
Ltd. (S.A.), distributor of the Fund, directly 
or indirectly has interest in or controls . 
eligible financial institutions, as of June 30, 
1965, no deposits have been made in such 
instituticns." ‘ 


Said Note 6 and said semi-annual report omit to dis- 
close that as of a date or dates prior and subsequent 
to June 30, 1965 substantial amounts of cash of FOF 
were deposited with a financial institution which _ 
extends a line of credit to Investors Overseas Bank, 
Ltd., a wholly-owned subsidiary of I0S located in 
Nassau, the Bahamas, the business of which is lending 
money to investors, at 6% to 6-1/2% interest per annum, 
Sn order to finance their acquisition of I0S Investment 
Programs for the accumulation of interests in FOF. 


The semi-annual report of FOF dated June 30, 1965 
indicates that FOF's portfolio included as of that 

date 501,743 shares of The York Fund, Inc., an invest- 
ment company with total net assets of $4,491,500 as of 
that date. The cost of the FOF investment in The York 
Fund, Inc. is indicated as $5,050,000 and its "quoted 
market" value as of June 30, 1965 is indicated to be 
$4,500,600. The semi-annual report dated June 30, 1965 
describes The York Fund, Inc. as follows: 


"The York Fund, Inc. Organized in April 1965 

as a registered investment company under the U.S. 
Investment Company Act of 1940, Fund shares are 
currently available only to The Fund of Funds, 
the 'founder-investor.' Its charter permits 
maximum flexibility in both rising and declining 
markets. Compensation of the management group 
is solely on a performance basis, It is hoped 
that York Fund, with its flexible approach will, 
over the long term, stay among the industry 
leaders." /Emphasis in original./ 
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Said description omits to disclose: 


(A) The “founder-investor" of the fund is not FOF. | 
While FOF is the sole “investor” in The York Fund, 
Inc., IOS rather than FOF is its “founder.” I0S 
owns 45% of the outstanding stock of York Manage- 
ment Company, Ltd., located at 119 rue de Lausanne, 
Geneva, Switzerland, the management company of The 
York Fund, Inc. s 

Under its investment advisory and management ser- 

vices contract with The York Fund, Inc., York Manage- 

ment Company, Ltd. will receive investment advisory 
fees computed as the sum of 


"(a) 10% of the excess of realized and unrealized 
securities gains over realized and unrealized securi- 
ties logées (reduced by, the excess, if any, of such 
losses over such gains in the immediately preceding 
year), and 


"(b) 10% of the net interest, dividends and other 
income of the Registrant, less 


-™%e) all amounts which the adviser is required to 
reimburse Registrant for operating expenses, salaries 
of officers and employees, directors’ fees and 


office expenses." 


The acquisition cost of the 501,743 shares of The 
York Fund, Inc. owned by FOF included a sales charge 
(1%), all or substantially all of which has been 
paid to IOS as the broker-dealer for the buyer (FOF). 


Interests in FOF are offered for sale by means of 
participations in the IOS Investment Program. The types 
of investment programs offered to investors under the 

IOS Investment Program include a "Capital Accumulation 
Program with Insurance Protection" (CAPINS). The 
prospectus of the 10S Investment Program dated March 1, 
1965 described CAPINS as-a plan by which investors are 
able "to assure completion of all unpaid insured Invest- _ 
ment Units in the event of death." /Emphasis in original,/ 
This is done by the deduction from each investor's payment 
under CAPINS of an insurance permium paid over to the 
International Life Insurance Company (S.A.) of Luxembourg 
(ILI). ILI is described in the I0S Investment Program 
prospectus dated March 1, 1965 as a company which "has 
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issued a renewable term, group-creditor life insurance 
policy to Investors Overseas Services on the lives of 
those investors participating in CAPINS Programs." Said 
prospectus omits to disclose that 75-1/2% of the stock of 
ILI is beneficially owned by I0S. 


The prospectus of FOF dated May 3, 1965 at page 6 thereof 
states with regard to the cost of purchases of securities 
for the portfoiio of FOF 


(A) “The cost to the Fund with respect to each trans- 
action will generally be at the minimum rate 
established by most mutual funds (or securities 
brokers or dealers, in the case of closed-end 
fund and management company shares), and may not 
exceed an ageregate total of 1% during any 
calendar year. If the totai cost of all. trans- 
actions involves costs to the Fund in excess of 
1% (including transfer taxes), Investors Overseas 
Services, exclusive distributor of the Fund, has _ 
agreed to pay such excess." /Emphasis in original./ 


Said prospectus further states, at page 17 thereof 


"As exclusive distributor of the Fund's shares, Inves- 
tors Overseas Services will retain a portion of the 
Fund of Funds acquisition charge. The purchase 
and sale of securities for the Fund's portfolio 
will normally be placed through Investors Over- 
seas Services as the investment dealer of record, 
and 10S will share in customary charges, if any, 
retevant to such transactions. I0S reserves the 
right co accept or reject all Applications for 

the purchase of Fund shares and Programs." 
/Emphasis in original,/ 


Said statements omit to disclose that the “portion 
of the Fund of Funds acquisition charge” retained 
by IOS generally totals 75% of the total acquisition 
charge. 


f. The prospectus of FOF dated May 3, 1965 contains a section 
entitled "HOW TO REDEEM FUND SHARES." Said section states 
in part that redenption may be suspended in the event 


"(ii) the Securities and Exchange Commission of the 
United States government has by order permitted such 
suspension... ." 
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Said statement implies that FOF acknowledaes that it is 
subject to regulation by the Commission, when in fact it 
is not registered pursuant to the Investment Company Act, 
a fact which is not disclosed. 


Other inadequate or inaccurate statements of a similar object 
and purport were made in the offer and sale of interests in 
FOF and participations in the IOS Investment Program relating 
to FOF. ; 


5. The prospectus of FOF dated May 3, 1965 states that its 
quarterly reports to investors "make maximum full disclosure of the activ- 
ities of the Fund, in accordance with precedent set by U.S. securities law 
requirements." Said statement omits to disclose that th- 
quarterly reports, which include semi-annual and annual reports, and che 
prospectus of FOF are not, in fect, in accordance with precedent set by 
U.S. securities laws requirements and do not, in fact, make full disclosure 
of the activities of FOF as above stated. 


B. VIOLATION OF SECTION 17(d) OF THE INVESTMENT COMPANY ACT AND RULE 17d-1 
THEREUNDER 


1. Om August 28, 1964, a registration statement covering 447,000 
shares of Ramer Industries, Inc. (Reza ) was filed with the Commission. As 
described in the registration statement, the 447,000 shares were initially 
to be sold by the controlling stockholders of Ramer to Messrs. Robert J. 

Haft, Rudolph Cohen, Howard Stamer and Mortimer B. Wolf (individual purchasers) 
at a price of $2.3714 per share. The individual purchasers did not have 
sufficient capital to acquire all of the shares, and had been unsuccessful in 
their attempts to obtain-loans. Cowett, who at that time was general counsel 
and a director of 10S, and an officer and director of its subsidiary companies 
IIT (International Investment Trust) and IIT Management Company (S.A.), under- 
took to assist in the placement and acquisition of the stock. Cowett and 
Cornfeld arranged for the individual purchasers to assign 230,000 of the 
447,000 shares to be purchased by them to seven assignee purchasers. Cowett 
and Cornfeld committed IIT to purchase 60,000 shares, and solicited Value 
Line, Convertible, RIC, Alexander M. Laughlin, Francis H. Cabot and Banque 
Privee to purchase additional shares of Ramer stock. (Alexander M. Laughlin 
is a partner of Jesup & Lamont, a registered broker-dealer and New York Stock 
Exchange member firm to which 10S directs brokerage. Francis H. Cabot is a 
customer of Mr. Laughlin. Banque Privee is a Swiss bank whose wholly-owned 
subsidiary, Athold (S.A.), is a distributor of I0S Investment Programs for 

the accumulation of interests in FOF in French-speaxing Switzerland.) 
Amendment No. 3 to the registration statement of Ramer was 

filed on December 1, 1964 disclosing that 230,000 shares had been assigned 

as follows: IIT (60,000 shares); Value Line (50,000 shares); Convertible 
(35,000 shares); RIC (50,000 shares); Alexander M. Laughlin (5,000 shares); 
Francis li. Cabot (10,000 shares); and Banque Privee (20,000 shares). The 
cost of Ramer shares to IIT was $3.00 per share, while the cost of such 

shares to each of the other said purchasers was $3.25 per share. 
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2.. Both IIT and FOF are affiliated with and under control of 
TOS and, by reason of such common control, affiliates of each other. FOF 
owned at the time of the transaction, and presently owns, substantially in 
excess of 5% of the outstanding shares of each of the three registered 
investment company assignee purchasers, namely, Value Line, Convertible 
and RIC, By reason thereof, FOF was and is an affiliate of each of such 
companies so that IIT was and is an affiliate of an affiliate (FOF) of 
each of such companies, within the meaning of the Investment Company Act.~ 
Section 17(d) of the Investment Company Act and Rule 17d-1 thereunder in 
general prohibit transactions in which any affiliate or any affiliate of 
an affiliate of a registered investment company is a joint or a joint and 
several participant with such registered investment company unless an 
application for an order permitting the transaction has been granted. No 
application for such an order relating to the transaction involving the 
stock of Ramer was filed. Accordingly, I0S, Cornfeld and Cowett wilfully 
violated and wilfully aided and abetted violations of Section 17(d) of the 
Investment Company Act and Rule 17 CFR 270.17d-1 thereunder. 


C. VIOLATIONS OF SECTION 17 OF THE EXCHANGE ACT 


1. During the period from approximately May 28, 1965 to the 
present Investors Continental Services, Ltd. wilfully violated Section 
17(a) of the Exchange Act and Rule 17 CFR 240.17a-4 thereunder and Ios, 
Cornfeld, Cowett and Feld wilfully aided and abetted such violations by 
failing to keep and preserve a communication which is required to be 
kept and preserved, the text of which is as follows: 


February 10, 1965 


Mr. Larry Rosen 
Geneva 


Dear Larry: 


This 1s intended simply to illustrate an addi- 
tional problem created by the entire ICS-NASD situation. 


‘ Whenever an incorrect commission statement comes 
into New York, whenever a letter written on “ICS stationery 
by someone who is not an NASD registered representative 
finds its way into the New York office, or whenever there 
is any correspondence relating to any person who is not 
NASD approved, Hy attempts to remove such commission 
statement, letters, or other paper from ICS files. How- 
ever, there is a strong probability that Hy will not be 
able to catch everything which should not be put into 
the ICS files. If Hy is not in the office and the matter 
is handled in his absence by one of the secretaries, 
there is an increased probability that an improper item 
will find its way into the ICS file, 
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As you know, the New York office is a very busy 
one. Hy attempts to do three or four jobs at once. The 
volume of paper work is staggering in relation to the 
number of personnel in the office. All of these factors 
only increase the danger of something slipping into the 
files. 


As you are probably aware, the ICS files are 
always open to complete examination by the NASD or SEC. 
One improper paper in the file, if discovered, could 
lead to a complete investigation of the entire workings 
of ICS. Such an examination would include, in all 
probability, a review of all correspondence coming into 
the office over a protracted period. Since the corres- 
pondence in any period of three or four or five days is 
bound to include at least one daming letter, you can 
see that the results could be disastrous. 


I do not mean to panic everybody involved by this 
letter and my letter of even date. I can ask no more than 
that each person involved do his part in cutting down the 
extent of our obvious violations. 


Best regards 


ce: Bernard Cornfeld 
Hy Feld 
EMC: AW 


_ 2. IOS wilfully violated Section 17(a) of the Exchange Act and 
Rule 17 CFR 240.17a-7 thereunder and Cornfeld, Cowett and Cantor wilfully 
aided and abetted such violations in that said persons failed to furnish 
to the Commission, upon demand, at its principal office in Washington, D. C., 
true, correct, complete, and current copies of certain books and records 
specified in a demand made upon I0S, by letter of the Commission dated 
November 29, 1965, relating to transactions effected by IOS with or for 
customers who are citizens or nationals of the United States, which books 
and records 10S is required to make, .keep current, and preserve pursuant to 
Rules 17 CFR 240.17a=-3, 17 CFR 240.17a-4 and 17 CFR 240.17a-7 under the 
Exchange Act. 
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D,. WITH RESPECT TO THE QUESTION OF THE PUBLIC INTEREST: 


1. IOS made, and caused Value Line, Convertible and RIC to make, 
_ in the prospectuses included in their respective registration statements, 
.Statements concerning the benefits received by IOS from Jesup & Lamont, 
a@ registered broker-dealer and a member of the New York Stock Exchange, in 
connection with the allocation of brokerage to Jesup & Lamont by such in- | 
vestment companies, as more fully set forth below. 


a. IOS has requested or directed certain registered investment 
companies, the shares of which have been purchased for the 
portfolio of FOF, to effect securities transactions for 
their own portfolios with, or to caus* a portion of the 
brokerage commissions on such transactions to be given-up 
to, certain broker-dealers designated by 10S. The principal 
broker-dealer so designated by, 10S since July 1963 has been 
Jesup & Lamont, a registered broker-dealer and New York 
Stock Exchange member firm. As of May 1965, Jesup & Lamont 
had realized gross commissions as a result of such directed 
brokerage and give-ups in excess of $1,500,000. 


Under these circumstances: 


(i) Jesup & Lamont has furnished to IOS research, invest- 
ment advisory and investment banking services, and 
Schroeder Boulton, a partner of Jesup & Lamont, has 
agreed to and has become a member of the board of 
directors of The York Fund, Inc., a registered invest- 
‘ment company all the stock of which is owned by FOF 
and the management company of which is controlled by 
Ios. 


Mrs. Gloria Martica Clapp, the registered representative 
employee of Jesup & Lamont who is credited by that firm 
with all commissions received by or given-up to the 

firm as a result of the designations made by IOS, has 
arranged for the deposit with Fiduciary Trust Company, 
Ltd., Nassau, the Bahamas (Fiduciary), of most of the 
more than $750,000 patd to her as of May 1965 by Jesup 
& Lamont, as her share of the brokerage commissions on 
all business directed to it or give-ups paid to it at 
the request of IOS. Fiduciary, in turn, has transferred 
substantial sums of money to banks controlled by I0S or 
to banks which have material banking relationships 

with IOs, ° 


Mrs. Clapp and her husband, Samuel F. Clapp, directly 


and indirectly through J. H. Crang & Co. (Nassau) Ltd., 
have assisted 10S in obtaining work entry permits for 
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its salesmen to permit them to sell the IOS Investment 
Program in Nassau, the Bahamas. 


Samuel F. Clapp, directly and indirectly through 
Fiduciary and J. H. Crang & Co. (Nassau) Ltd., assisted 
in the procurement for IOS of subscribers to its IIT 
investment advisory service, "International Economic 
and Market Reports," at a subscription price of $2,500 
per month ($30,000 per year) per subscription. These 
subscribers have paid to I0S substantially in excess 

of $100,000. 


Samuel F. Clapp has arranged for financial institutions 
to deposit more than $7,000,000 with banking institutions 
controlled by 10S or in which IOS has an interest. 


Samuel F. Clapp, a member of the Bar of Massachusetts, 
directly and indirectly through Fiduciary, has provided 
IOS and its affiliated companies and persons with 

legal advice and a variety of other valuable services 
relating to the business affairs of 10S. 


(vii) Samuel F. Clapp has introduced IOS, and caused IOS to 
be introduced, to persons with whom IOS or various of 
its subsidiaries have enjoyed valuable relationships. 


b. Cowett, as the representative of IOS, made statements to 
Value Line, Convertible and RIC for the purpose of having 
such statements set forth in the prospectus of each, as 
follows: 


(i) On May 28, 1965 Value Line filed a prospectus in connec- 
tion with post-effective amendment No. 22 to its registra- 
tion statement which states: 


"The Fund has been further advised by a 
representative of 1.0.S. that as to the 
remaining firm, Jesup & Lamont, no bene- 
fits have been received, either directly 
or indirectly, by.1.0.S. or by any of its 
subsidiaries or affiliates from that firm 
or from any person associated or affiliated 
with it." ey 


(ii) On May 20, 1965 Convertible filed a prospectus in 
connection with post-effective amendment No. 26 to 
its registration statement which states that 
Convertible 


“has been advised by a representative of 

IOS that such company has received no 

benefit in cash or otherwise, directly or 
indirectly, from the broker-dealer designated 
by iz," 


(iii) On September 20, 1965 RIC filed post-effective emendment 
No. 15 to its registration statement which states that 


“certain brokerage commissions were 

allocated to the firm of Jesup & Lamont 

at the request of I1.0.S,...The Fund has 

been advised by a representative of I.0.S. 

that no benefit in cash or otherwise has 

been received, directly or indirectly, from 
such commissions by I.0.S. or any person or come 
pany related to or affiliated with it." 


2. Despite the circumstances set forth in Paragraph 1.b. above, 
IOS made, and caused American to make, in the proxy statement of American, 
statements concerning the benefits received by I0S from Jesup & Lamont, in 
connection with the allocation of brokerage to Jesup & Lamont by American, 
as more fully set forth below: 


A proxy statement of American dated October 19, 1965; and filed 
with the Commission on said date includes the following statement with 
respect to the brokerage which IOS has requested or directed American to 
allocate to Jesup & Lamont: 


"Management has been advised that neither 10S nor any 

of its affiliated or related organizations or persons 
has received any benefits from Jesup & Lamont or any of 
its employees, directly or indirectly, by reason of such 
directed brokerage." 


3. IOS has requested or directed certain registered investment 
companies, the shares of which have been purchased for the portfolio of 
FOF, to effect securities transactions for their own portfolios with, or 
to cause a portion of the brokerage commissions on such transactions to be 
given-up to, certain troker-dealers designated by 10S, including Zuckerman, 
Smith & Co., and Laidlaw & Co., each of which is a registered broker- 
dealer and New York Stock Exchange member firm. In this context, 
these companies have entered into the following arrangements, as a 
consequence of which funds were made available to Investors Overseas Bank, 
Ltd., a suvsidiary of 10S principally engaged in lending money, at 6% 
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to 6-1/2% interest per annum, to investors who buy: daterests in FOF on 
margin and, as collateral for such margin loans, assign their interests 
in FOF to Investors Overseas Bank, Ltd. 


a. In consideration of brokerage commissions directed to 
it by 10S, Zuckerman, Smith & Co. has induced Cosmos 
Bank of Zurich, Switzerland to deposit in May 1965 with 
the London branch of Bankers Trust Company $2,000,000 or 
more for the credit of Investors Owerseas Bank, Ltd., a 
wholly-owned subsidiary of 10S located in Nassau, the 
Bahamas. Bankers Trust Company has paid interest on 
the amount of the deposit to Investors Overseas Bank, 
Ltd. and, in addition, has extended a line of credit 
to Investors Overseas Bank, Ltd. equivalent to the 
amount of the deposit. 


To induce Cosmos Bank to deposit $2,000,000 of its funds 
with Bankers Trust Company for the credit of Investors 
Overseas Bank, Ltd., Zuckerman, Smith & Co. has agreed 

to pay Cosmos Bank a sum of money as a “placement fee," 
which sum is equivalent to approximately 5-1/2% per annum 
of the $2,000,000 deposited by Cosmos Bank. 


To induce Zuckerman, Smith & Co. to enter into and con- 
tinue this arrangement, IOS has agreed to direct brokerage 
commissions to Zuckerman, Smith & Co. and, in addition, 

to pay to Zuckerman, Smith & Co. an amount equivalent to 
the sum received by Investors Overseas Bank, Ltd. from 
Bankers Trust Company as interest in respect of the said 
$2,000,000 deposit. Such interest is paid at the rate of 
approximately 4-1/2% per annum. 


In return for give-up brokerage commissions totalling 
$40,000 directed by I0S, on or about May 20, 1964, 
Laidlaw & Co. deposited with (lent to) Bahamas Inter- 
national Trust Company (Bitco), Nassau, the Bahamas, 
$500,000 at no interest to induce Bitco to deposit 

(lend) a like amount at no interest to Investors Over- 
seas Bank, Ltd. Laidlaw & Co. agreed to leave its 
deposit with (continue its outstanding interest-free 

loan to) Bitco as léng as Bitco continued its deposit 
with (interest-free loan to) Investors Overseas Bank, 
Ltd. Investors Overseas Bank, _Ltd., in turn, collat- 
eralized the Bitco deposit (interest-free loan) by 
assigning to Bitco (i) shares of FOF and (ii) interests 
in The Dreyfus Fund, Inc. and in Fidelity Trend Fund, Inc. 
(each of which is a registered investment company), which 
Investors Overseas Bank, Ltd. obtained by assignment from 
10S Enterprises, S.A., Geneva, Switzerland. 
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4. During the period from October to December 1965, IOS caused 
FOF to place orders to purchase and to purchase an aggregate of $8,500,000 
of shares of Fund of America, Inc. or approximately 48% of the outstanding 
shares of that registered investment company. 


The acquisition cost of the shares of Fund of America, Inc. 
purchased by FOF included a 1% sales charge ($85,000) paid to - .estors 
Planning Corporation of America (IPC), a registered broker-dealer, which 
is the principal distributor of Fund of America, Inc. IPC in turn has 
allowed to IOS, as the broker-dealer for the buyer (FOF), 80% of the 1% 
sales charge, representing the dealer's allowance of the sales charge paid by 
FOF. In addition, since I0S acquired 80% of the common stock of IPC on 
July 30, 1965, 10S has an 80% interest in the portion (202%) of the sales 
charge retained by IPC, and in the management fee paid by Fund of America, 
Inc. to its investment adviser, a wholly-owned subsidiary of IPC. 


‘ 


Ill 


In view of the allegations made by the staff, the Commission 
deems it necessary und appropriate in the public interest that public 
proceedings be instituted to determine: 


A. whether the allegations set forth in paragraphs 
A, B and C of Section II hereof are true and in 
connection therewith to afford respondents an oppor- 
tunity to establish any defenses to such allegations; 


whether the allegations set forth in paragraph D of 
Section II hereof are true and the extent to which 
the nature, scope and significance of the activities 
of 10S, ICS, and companies and persons controlled by, 
managed by, related to, or directly or indirectly 
affiliated with IOS or ICS, bear upon the question of 
the public interest to be determined pursuant to 
paragraph C of this Section and the effect thereof 

- upon registered broker-dealers, registered investment 
companies, registered investment advisers, registered 
national securities exchanges and their members and 
other companies and persons who are domiciled in or are 
citizens of the United States; and va 
what, if any, remedial action is appropriate in the 
public interest pursuant to Sections 15(b) and 15A 
of the Exchange Act. 


Iv 


. IT Is HEREBY ORDERED that a public hearing for the purpose of 
taking evidence on the questions set forth in Section III hereof be held 
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at a time and place to be fixed and before a hearing examiner to be 
designated by further order as provided by Rule 6 of the Commission's 
Rules of Practice (17 CFR 201.6). 


IT IS FURTHER ORDERED that each party file an answer to the 
allegations contained in the Order for Proceedings within 30 days after 
service upon him of said Order. ; 

If any party fails to file the directed answer or fails to 
appear at a hearing after being duly notified, such party shall be 
deemed in default and the proceeding may be determined against such 
party upon consideration of the Order for Proceedings, the allegations 
of which may be deemed to be true. 


This Order shall be served upon 1.0.S., Ltd. (S.A.) d/b/a 
Investors Overseas Services, Investors Continental Services, Ltd., 
Bernard Cornfeld, Edward M. Cowett, Allen R. Cantor, W. Thad Lovett, 
Robert Nagler and Hyman Feld by service of a copy thereof personally 
or by certified airmail or registered airmail. 


In the absence of an appropriate waiver, no officer or employee 
of the Commission engage? in the performance of investigative or prose- 
cuting functions in t x any factually related proceedings will be 
permitted to participai.e or advise in the decision upon this matter 
except as witness or counsel in proceedings held pursuant to notice. 
Since this proceeding is not "rule-making" within the meaning of 
section 4(c) of the Aaministrative Procedure Act, it is not deemed to 
be subject to the provisions of that section delaying the effective 
date of any final Commission action. 


By the Commission. 


Orval L. DuBois 
Secretary 


SERVICE LIST 
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Rule 23 of the Comeission's Rules of Practice provides that all 
amendments to moving papers, @11 answers, all motions or applications 
made in che course of a proceeding (unless made orally during a hearing), 


all proposed findi: 
initial decision, « 


© ord conclusions, all petitions for review of any 
4 @lil briefs shall be filed with the Commission and 


shall be served upoi all other parties to the proceeding including the 


interested division of the Commission. 


¢ 
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The attached Order for Proceedings has been sent to the following 


parties: 


1.0.S., Ltd. (S.A.) d/b/a 
Investors Overseas Services 
119 rue de Lausanne 

Geneva, Switzerland 


1.0.S,, Ltd. (S.A.) d/b/a 
Investors Overseas Services 

7 West 57th Street 

New York, New York 

c/o Hyman Feld, agent for service 


Investors Continental Services, Ltd, 
7 West 57th Street 
New York, New York 


Hyman Feld 
7 West 57th Street 
New York, New Yor! 


irities and Exchange Commission 
avision of Trading and Markets 
Lawrence Williams, Branch Chief 
425 Second Street, N. W. 
Washington, D. C. 20549 


Bernard Cornfeld 
119 rue de Lausanne 
Geneva, Switzerland 


Edward M. Cowett 
119 rue de Lausanne 
Geneva, Switzerland 


Allen R. Cantor 
119 rue de Lausanne 
Geneva, Switzerland 


W. Thad Lovett 
119 rue de Lausanne 
Geneva, Switzerland 


Robert Nagler 
119 rue de Lausanne 
Geneva, Switzerland 
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(Securities Exchange see kstenes No, 8083) , 
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UNITED STATES OF AMERICA 
before the 
SECURITLES AND EXCHANGE COMMISSION 


May 23, 1967 


In the Matter of 


1.0.S., LTD. (S.Av) ‘d/b/a 

LHVESTORS OVERSEAS SERVI CLS, (8-8622) 

LNVESTORS CONTINENTAL i vay 
SERVICES, LTD. (8- 6848) ; 

BERNARD CORNFELD ‘ 

EDWARD M. COWSTT 

ALLEN R. CANTOR 

W. THAD LOVETT 

ROBERT NAGLER 

HYMAN FELD 
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Securities Exchange Act of 1934 


On February 3, 1966, the Coumission instituted these 
proceedings pursuant to Sections 15(b) and L5A ‘of the Securities 
Exchange Act of 1934 (Exchange Act) naming 1.0.S., Ltd. (S.A.) d/b/a 
Investors Overseas Services (10S) (a Panama a corporation with principal 
offices at Geneva, Switcerlend, which becer2 register ed, with the ne 
Commission as a broker-dealer on June 10, 1960); Investors Continentel 
Services, Ltd. (ICS) (a wholly owned subsidiary of 10S with principal 

ffices at New York, New York, which became, registered with the - 
Commission as e broker-dealer on November 18, 1958); Bernard Cornfeld 
(president, a dircctor end beneficial owner of more than 107% of the 
equity securities of LOS and a director and indirect beneficial owner 
- Of more than 10% of the equity securities of 1C3); Edward M. Cowett 
(a vice president of 10S end a director of 10S and secretary and 
director of ICS); Allen R. Cantor (senior vice- president of 10S); 
w. Thed Lovett (executive vice- president of 10S); Robert Nagler 
(a director of 10S); and Hyran Feld (president and o dircetor of 
. ICS and an assistant secretary of 103). The Order for. Proceedings 
ellcged violations ef; | : Ne pe ae 
‘ K “% . t ie 3 t. PO 
t ; aes st (a8 
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(1) the registration provisions of Section 5 of 
_ the Securities Act of 1933 and Section 7 of {| 
the Investment Company Act of 1940 with respect 
to the offer and sale of unregistered interests | 
dn The Fund of Funds, Ltc. (a foreign invest- 
ment company whose portfolio consists largely 
of shares of investment companies registered 
under the Investment Company Act of 1940) and 
unregistered participations in the 10S Investe 
ment Program which is a program sponsored by 
: IOS for the accumulation of interests in The , 
. Fund of Funds, Ltd.; ee 


ri “0 o+ eae 
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(2) Section 17(d) of the Investment Company Act of 
1940 and Rule 17d-1 thereunder, relating to 
transactions between International Investzent 

: Trust, and investment conpany affiliate of 10S 
veuc; + ,and The Fund of Funds, Ltd., and certain 
*"\l Lregistered investment conpanies; and 
(3) Section 17 of the Exchange Act relating to an ~ 
. alleged failure to preserve and produce. , 
certain books and records of I0S and ICS required 
to be maintained, preserved and made available 
for inspection by registered brokers and dealera 
under said Act. | ~ F : 


° 


"Respondents have submitted an Offer of Settlement under . 
which they propose that the procecding be terminated without any 
findings as to the foregoing allegations, and for that purpose 
they stipulate and agree as follows: os a rae 


ot . . 
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| a. Ay 
l.. 1,0.8., Ltd. (S.A.) ("10S") is registered with 
the Commission cs a broker and dealer. Investors Continental 
Services, Ltd., a wholly-owned subsidiary of LOS, is registered 
with the Comnission as a broker and dealer. 1.C.S., Ltd., a 
wholly-owned subsidiary of 10S, is registered with the Commission 
as a broker and dealer. 10S und 1.C,S., Ltd. shall each with- 
draw its registration as a broker and dealer, such withdrawals 
to be effective upon the entry of the Order by the Commission 
based on this Stipulation, ‘Investors Continental Services, a 
shall comply with the procedures provided in paragraph 2(a) 
below. Accordinzly, 10S and its affiliates, including The Fund 
of Funds, Ltd. ("FOF"); International Investment Trust, Ltd.. 
("LIT") and any-investment company 6ffiliated with any of the 
foregoing which may nov or hereafter be organized, their 
respective affiliates and investment advisers (but only to the 
extent that the activities of such advisers relate to any of 
the foregoing persons), shall conduct no activities subject 
to the jurisdiction of the Comnission as hercinaftcr defined, 
except as otherwise provided herein. : 
:*:2.° (a) 10S shall, within ninety (90) days af‘. 
entry of the Order based on this Stipulation, either dispose 
(after notice to and with the consent of the Comzission) of its 
interest in Investors Continental Services, Ltd. ("LCS") to a- 
person independent of and not directly or indirectly affiliated 
":. with LOS or merge ICS into Investors Planning Corporation of 
Anerica, with the latter as the survivor corporation ("TRC"). 
(b) Within sixte2n (16) months after entry of 
the Order based on this Stipulation, unless such time is 
extenced in the Commission's discretion, 10S shail sell, 
transfer or otherwise dispose of its entire interest in IPC i 
to a person who is independent of and not directly or indirectly 
affiliated with 10S; or within fourteen (14) months. after entry 
of the Order based on this Stipulation by the Cormnission (unless 
such time has been extended by the Commission), LOS shall m ke 
final arrangements satisfactory to the Commission, in the 
: Coumission's sole and absolute discretion, to otherwise remove 
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10S from any direct or indirect coitrol over the management 
and policies of LPC, During such pertods, no respondent shall 
Temain or become an employee, officer or director of IPC, 


(c) Within one hundred twenty (120) days after 
entry of the Order based on this Stipulation by the Comaission, 
all 10S interest in IPC shall be Placed in a voting trust, the 
terms and independent trustees of which shall be acceptable to 
the Comsission, The trust shall continue until LOS has complicd 
with the provisions of paragraph (b) above. : 


ge 
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“(d) 10S shall Give the Commission notice of lany 
proposed transaction referred to in paragraph (>) thirty (30) 
days prior to the effective date thereof, said notice to includa . 
& staterent of all circwastances of eny such transaction, and ; 
such transaction shall be effected only upon consent of the 
Commission, : te 
(e) Upon compliance with paregraph (b), neither. - --- 
IPC nor any officer, director, stockholder or empleyee of IPC 
shall own stock of 10S or its affiliates (except for current 
holdings by such persons as investors in _he 10S Investnent 
Progran, LIT or FOF), except as otherwise approved by the: 
Comnission and except thet present IPC employees who own 10S 
Stock at that time may thereafter continue their employrent 
with IFC for no more than one (1) year if such continued 
employment is Teasonably required by the person not directly 
ot indirectly affiliated with LOS referred to in paragraph (b) 
above, and has been approved by the Commission pursuant to 
paragiapn (d) above, fede at 


3. (a) Within five (5) days after entry of the 
Order based on this Stipulation, The York Fund, Inc., 
The Alger Fund, Inc., The Douglas Fund, Ine. and Computer 
Directions Fund, ‘Inc, Shall each adopt © plan of complete - 
liquidation and dissolution. Such liquidation shall be 
effected ss to at least 50% of net assets of each such Bee? 
registered company on or before July 15, 1967 and shell be -.. -:. : 
completed on or before October 10, 1967, - 


| 
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(b) Immediately upon’ the entry of the Order 
based on this Stipulation, each of said investm:nt companies. 
‘shall cease to effect any transactions in securities except 
for pitrposes of effecting the plan of complete liquidation 
and dissolution provided herein, 
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"amis aula 
(c) Immediately upon effecting tne plan of 
complete liquidation and dissolution described herein, each 
of said investment companies shall file with the Comaission 
an application pursuant to Section 8(£) of the Investment! 
Company Act of 1940 for an order declering that each said! 
. Company has ceased to be an investment corpany,. ' 


~ * (d) Financial Institutions Growth Stock Fund, 
Inc. ("FIG") shall effect a liquidation as to all of its net 
assets except for $1,000,000 (no core than 25% of which shell 
consist of marketable -securitics) on or before July 15, 1967,. 
and shall on or befor2 such date file the application set 
forth in paragraph (c) above. On or before August 15, 1967 
FOF shall have either completely liquidated FIG or have sold 
(efter ‘notice to and with the consent of the Commission) its 
entire stock interest in FIG to a person who is independent 
of and not directly or indirectly affiliated with LOS, 


F 4. Upon entry of the Order based on this Stipulation,  . 
TOS and all of its affiliates zha1l cease ell sales of . 
Securities to United Statcs citizens or nationals wherever 
located, except for (i) offers and’ séles outside of the Banus 
United States (and its territories, possessions or commonwealth -. 
subject to the jurisdiction of the United States) to officers, 
directors and full-time personnel of 10S and its Ssubsidiarics; 

_Gii) sales by 1PC; and (1ii) sales by Pension Life Insurance 
Company of America, as provided in paragraph 6, 


5S. (a) Upon entry of the Order based on this 
Stipulation, no 10S officer, director or. employee shall engece 
in any activity subject to the jurisdiction of the Commission, 


(b) ‘While no 10S person, as that term is 
defined below, has any present intention of terminating 
his present affiliation with 10S, such person shall not in 
any event engage in any activity subject to the jurisdictien 
of the Conmission except (i) to the extent necessary to 
consummate the arrangements referred to in paregreph 2 ebove, 
Or (ii) upon prior notice to and with the approval of the 
Commission, ee 

(c) The term LOS person means any person who 
is a respondent in this procceding and who at the date of - . 
this Stipulation is an officer or employee of LOS or any 
of ites affiliates. 
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“6. + pl ised 


6. (a) 10S and its affiliates, including any of 
their officers, directors, controlling persons or any persons | 
acting directly or indirectly on their behalf, shall not, 
except upon prior consent of the Comzission, acquire, directly 
or indirectly, any controlling interest in any finencial entity 
doing business in the United States, including but not limited 
to a broker-dealer, investment company, investment advirer, bank 
. or similar entity, or any other business whose activitics 
directly or indirectly are subject to the jurisdiction of the 
Comnission; provided, however, that any of the aforementioned 
persons may purchase intcrests, including voting securitics, 
in any such financial entity if such interests are not, in the : 
aggregate, controlling interests but, as to investment companics, 
such purchases shall be subject to the provisions of paragraph 7. 
The Aforementioned persons may, however, acquire a controlling Cy 
interest in any financial entity whose principal business is 
.without the United States and which carries on no business 
subject to the jurisdiction of the Commission, . 


(b) 10S and affiliates may retain their interests 
in Pension Life. Insurance Company of America ("Pension") provided | 
that Pension conducts a normal and customary insurance business. 
Such business shall not include the offer or sale of variable 
annuities or other security interests subject to the jurisdiction 
of the Comuission. It is further agreed that Pension shall not 
-make any public offering of its securities unless such offering 
is made through a registered broker-dealer who is independent 
of Pension, 10S or any of their affiliates. The foregoing 
provision shail not appiy when Pension is making an offering 
of its securitics on a pro rata basis to its existing stockholders. 
wig may transfer its interests in Pension to IPC, 


oot 7. (a) 10S will cause FOF, or any other investrent 
7-7 company affiliate of to make only such further purchases 
of shercs of 


as if gesticisin, 


(b) 10S will not seek-or accept-directly or 
indirectly representation on the board of any registered 
investment company or investment adviser or underwriter (other. 
than 1rc, — “ periods set forth in pecegrey™ 7? therete. 
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(c) 10S will cause FOF, or any other {nvestisent 
compaay affiliate of 10S, to abide by any law passed by Congress 
in the future which is applicable to foreign investment companics 
which invest in whol2 or in part in shares of registered | * 
invescment companics, whether or not such law is made directly 
applicable to such foreign investment companics. 1 
8. Since 10S will, pursuant to the terms and conditions 
of this Stipulation, conduct all of its securities activitics : 
outside the jurisdiction of the Commission and limit ell future 
sales to foreign nationals only, it agrees as a part of this 
Stipulation to offer, within a reasencble poricd of time, to 
persons who purchased interests in FOF who vere cither members 
of the ermed forces, other employees of the United States, or 
residents of the United States, its territories, possessions 
er commonwealth subject to the jurisdiction of the United States, — 
the opportunity of substituting under terns satisfactory to the 
Commission, shares of registered investrent companies for their. 
interests in FOF or of exercising other options which would : 
terminate any continuing or further ovnership of FOF interests. ~ 


9, 10S and FOF will supply, on a regular periodical 
basis, inforzation that the Comtission ray requect concerning 
their operations to show compliance with the terms of this 
Stipulation, ; : 

10, It shall be a breach of the terms of this Stipulation 
for 10S, or any affiliate, or any person, Or any 10S person 
directly or indirectly controlling or controlled by any of 
the foregoing, to do any act or thing which would be a breach 
of this Stipulation through or by weans of or on behalf of es 
any other person, including any individual, corporation, ° es 
partnership, association, joint stock company, business trust 
or unincorporated organization. =: 


. ae yy If at any time, subsequent to the acceptance of 
this Stipulation, it appears that any term or condition of the 
Stipulation has been breached by respondents, the Commission 
may, upon thirty (30) deys notice ‘to respondents, order a 
hearing be held at a place designated by the Comaission to 
determine only whether a breach of such Stipulation occurred 
and to afford respondents an opportunity to deny that a breach 
occurred or to ertablish mitigating circumstances with respect 
to such breech. For the purposes of such proceedings, service 
: 2 " ‘ 
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may be duly made on respondents by mailing a copy of the notice 
for hearing to the last known address of 10S, _1£ respondents 
fail to appear at such hearing, of which they have been duly 
“notified, or upon such hearing if tne Commission finds a breach 
of any term or condition of the Stipulation, the Commission may, 
without further proceedings, deem respondents to be in default 
of its Order for Proceeding In the Matter of 1,.0.S., Ltd. 
(S.A.), et el., of February 3, 1966 and may determine such 


proceedings against respondents in accordance with the provisions ‘ 


of Rule ie of the Commission's = of caucaniaie 


eet oe oa* 


12, wefinttions, The terms used in this Sti cotaticn, 
except as set forth below, are those used in the Securities . 
Exchange Act of 1934. - ; 1 7 “ 


Affiliate" means. (i) eny company or person directly 

or indirectly owning, controlling or holding 1% or more of 

the securities of 10S or 5% or more of the securities of any 
subsidiary of 10S; (ii) any company or person, 5Z or more 

. Of whose securities are directly or indirectly owned, controlled 
or held by 10S or any of its subsidiaries; (iii) any perscu 
directly or indirectly controlling, controlled by or under 
common control with I0S or any of its subsidiaries; and (iv) any 
officer or employee of 105 or any of its subsidiaries. For 
purposes of this Stipulation, the term “effiliate™ shall also .. 
include an affiliate as defined in Section 2(a)(3) of the 
Investment Company Act of 1940, of an affiliate of 10S. 
"Subsidiary" means any company, 10% or more of the outstanding 
voting sccurities of which are directly or indirectly owned, 
controlled or held with power to vote by IOS, Provided, however, 
that, the companies, other than those n.wed in paragraph 3 herein, 
whose securities were owned by FOF and LIT on April 27, 1967 
shall not be deemed affiliates of 10S solely by reason of the 
relationship with and extent of such ownership on the eforesaid | 
date, 

(Lavestment compeny effiliate of 10S", for the purpose 
of paragreph 7(a) above only, shall not include the LOS 
Investment Programs for the accumulation of shares of Dreyfus 
Fund anc the 10S Investment Prograrcs for the accumulation of 
shares o1 Research Investing Corporation so long es the shares. 
of Dreyfus Fund and wapinsiaty: co Corporation held ee said 

Wo. gee fhe fee, a mt. : 
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10S Investment Programs are voted at any regular ox- especial 
meeting of stockholders for quorum purposes only and are not 
voted on any matter which may be voted upon at any meeting. 


"Jurisdiction of the Cosmission" shall include, but 
shall not be limited to, any activity in connection with tho 
conduct of any seccuritier business (which shall include the 
offer, purchase or sale of a security or the delivery or~ 
payment after sale) involving: ---. 

(a) any use of the United States mail, including 

fe Se ‘all A.P.O. mail; a 
: au 
(b) any use of the means or instrumentalities 
, of trade, cozmerce (including the facilities 
- Of a national securities exchange), transportation 
* OF communication within or betveen any state, 
territory, possession or conmoryvealth of the 
United States; A — 


any means within the District of Columbia 
or on any military base, embassy, consular 
post or ship of the United States; or 


any use of the means or instrumentalities 
of trade, commerce (including the facilities 

_ OF a national securitics exchange), transportation . 
or communication between any foreign nation or 
ship end any state, territory, possession or 
commonwealth of the United States or the District 
of Columbia or any military bese, embassy, : 
censular post or ship of the United States. 


~ 


Respondents waive: 


A hearing pursuant to Section 15(b) of the 

-- Securities Exchange Act of 1934; 

All post-hearing procedures pursuant to 
Rules 16 end 17 of the Commission's Rules 
of Practice; and Ges 

t =. 


. 


Judicial review by any court, 
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After due consideration the Commission has determined 


that it is in the public interest to accept respondents', Offer 
of Settlement and accordingly 


IT IS ORDERED that the Offer of Scttlerent be, and it 
hereby is accepted, the terms and conditions of which shall 
become effective on Jure 5, 1967. 


_etente 


By the Comission, .--* 


Orval L, DuBois 
' ‘Secretary 


~ of ee ee 


ae Yollyo A. Thorsen 
ae Assistant Secrotary 
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Mr. Jomes &. Dey, President 

Miéwest Stock Ezchcase 

120 South LaSalie Street 

Chicego, Illinois 60603 
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Mr. George J. Potter, President 
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Gontlenen: 


This letter is separately addressed to each of the national securities 
exchanges and to tha NASD, It relates to the problem of "give-ups" and 
recicrocity in cll securities markets. The problea is discussed in the 
Report of the Spacial Study of Securities Markets ord ass for som2 tims be 
the subject of informal discussions between representstives of the Corzzics 
ets the securitiss industry. We have fouad o general receznition in ths 
incustry thet the "giveeup" practice ia the exchange communities hee develozod 
t- < point where it threnteas the integrity of wide seex2nts of the securizios 
issustry. Ca this conection, wa consider it significent that "give-eugs" 

in the over-che-cocater corke: have long bean recognized to be icprower and 
illescl J In the exchang2 ccocmmunities,. how2var, we understand that ths ; 

of conp2titica cxong participsoats in the “givoeup" practice is such os 

ény onc of the sclf-regulctory agencics, acting alone, fren taking the 

in putting aa end to tae practica, Accordingly, it spseacto that the solution 
of the probicn cay recuire coordinsted action by each of the national sccuricics 
exchinges, Sy ths iiSD and by the Commission. It may be necessary to have 
Sinultenscus ecxplicnce in all markets to clininste the improper practices. 

We racogniz2 that it may be necesssry for the Comission to cdovt rules to 
supplement those of the national securities oxchanses ond of the NASD to 
provide a cc=apzchecasive and uniform epprosch to this rcattcr. 
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The purpose of this letter is to suc-otrize ovr position on “give-ups" ard 
to delineste the kirds of cezcission cplitting which we believe should be 
prohibited, es well <s to solicit your views as to the specific action ths 
see ig the exchanges and the NASD should take to :liminate the abuses 
involved. : 


The "givo-up" practice with which we are concernad grows out of the rules 

of the national securities exchanges which provide for uniform rate structures 
but permit the sacsring of ccmmissicns among mombors and to some extent betv2en 
menbers and nommocbers, While parhans originally designed m2rely to provide 
for @ recsoncble sharing of the ccemission cnong those who cc=mbine to porform 
@ service for = custcmar, the practice hes developed of pormitting the "sive- 
up" to be directed to persons who neither perform any function with respect 
to the order m= cre necessary to its consuxmhtion. The give-ups are, for the 
most part, circcted ty or on bch=lf of persons who are nor=csmbers of th2 
— and not for the benefit of the customer on whose behalf the order 

6 executed. ‘ 


At the outs it we should stcte cur belicf that the commission should fzizly 
compensate < brokor for the services which it parforcs. We have already 
moted the recoeaition that give-ups in th2 over-the-counter carket are 


-incsonsistest with ths legal responsibilities of the nartics involved. As 


for ths Exshance caskets, assumins thet a fixed miné==m eemmission schedule 
is ne-esgery ani s»v>ronriste to effectivd ond efficient operation of an 


- Such rebstes are prohibitsd by Zs:chanse rules. A 
lso provide equitable treamcant for various classes 


Vv 

ave inconsistent with this premise and have ths effect 
of ; -ovidias & sctcse 
é 


Of customers whose use of Excckange facilities is basically similar. As 

the Exchanges’ sules recognize, it should not ence=pass rebotes directly or 
indizectly to particulscr classes of custe=srs. Such rebating is rot only 
diseriainatoerty cut caises avsesticns as to tha propriety of the cc=nission 
Fact atee*sse iteelf, A customer diractcd sive-un is inconsistent vith ell 
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ot only does it deprive brokers of a portion of their 
cez .‘sslonc Sut ivactly operctes as a rabste in favor of those custo=zrs 
whe <ppen to te able to derive a barefit from directing brokerage cemaissions 
to . .ras haviz.5 no mecning icipatioa in tha ex:ccution of the ordass. 
This éiscrini=zstery sifect aveted whore the bezafits of the rebate 

flow not to sh: custeser itself but to others, such cs investrant asarcgers 

who sz2 in ¢ scStica to direct the custetar’s brolaccsa. Furtkercovs, ths 
availepilicy of inciract rebstes through eustcnas dizectes give-ups creaces 
various distocstien. and artificial devicas in the sce-ritics sarcets which are 
Gesiczed to fscilitcte a wider distributica of sivceuns but in th: process 
may interfere with the ordesly functioning of the markets and ths rost 
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effective c::scution of custemors’ orders. The directed give-up also 
seriously ccsolicstes cin adninistration and cscsessmont by the Ex:changes 
end the Commission of ths roecsonsbleness of ccmzission rates since 
ee=sissions racsives 2-3 se 2d cence te be ralated te the esnenses 
‘incurred for cesvices zco_cered in tha execution of bro*erage orders (or___ 


_, dnéeed, the ec=maission business) on the Exchange. 


: Ie is our view that to cvoid thase provlens, the services far which a 

| perticipating broker is comsensezted should (=) be necessary for the 
completion of the transaction, (b) involve functions not performed by the 
transmitting or executing broker, end (c) not be directed by or on behalf 
of a public custe=er. 


The Comission docs not object to cnlitting ec=maissions betveon moders 
where the rocber originating the order is not equipped to perform the 

floor brokerage or clocring function. Under thase circumstances, we would 
expect that the noz=sl correspondent relationship would be continued, the 
rates negotiated, cond the flosr brot:ersge atd clearance done in on efficient 
end necessary manncr with eppropriate ecapensation. Stated another way, 

we ére not sugzesting that bona fide correcssordeat arrancements by firm 
which resuit in o charing of commissions world be inappropriate unless such 
arracngesonts and the ccmmissions paid to the corresporient arise directly 
.or indirectly cut of custcner request, direction, or understanding. 
Conversely, no*..be appropriate for a transnitting or executing 
firm to use « vide variety of clearing firzs in order to obtain a wide 
dispersion of ission inccxz. Such a2 procedure would exacerbate 
regulatory sro0d and would constitute, in our view, an indirect rebate 
to the custcx2r. erly, it would be insppropricte for a treasmitting 
firm to us2 = wide variety of oxscuting firns on = particular order. 

There are simpler card more direct methods ochar than by splittir2 
commissions for mccbers to fulliil exong theoselvas obligstions unrelated 
to the execution sud consex=mation of comission transactions. 


In short, the cctaissiona kould provide for compensation 
for sembers' services ard no z ing for custez2r benefit throuch 
the -evice of unnecessary or Sper vork. This letter of course 
is aot addressed to the appropriate £ ccemmissions or to the nature 
of services which cre rendered generally by transmitting or originating 
firms which are covered by the minimum cc=mmissioa. 


¢ whether the coproach set forth cbove will not 


Se 
ticn of orcers cnong many troncaitting or executing 


4 exuestion night be rai 
result in the froccants 


e. vas by custemors who week to roverd a number of brolars., The Cornission 
-lieves institucioas and others acting in a fiduciary capscity are under 
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a@ legel duty to obtain the bese execution for their principals. We believe 

thee the directioa of orders to firms by custez2r3s who hold such a 

fiduciazy relationship to others should end nozaclly will be done in a 
 ganner eatirely consisrent with their best execution. We cen exercise our 

| jurisdiction to that end. ~ ee d 
Clocely releted to the foregoing is the question of voluz2 discounts. None 
of our national cecurities exchconscs have rules providing for direct voluxe . 
discounts althouch institutional ms=bership on exchsnees has provided, 

. indirectly, savings to the uncerlying shareholders of some such institutions, 
At the present tins the ce—issions given sucy by trensnitting or executing 
firms do not inure to the benefit of the great number of sx211 custexers © 
who indirectly ievest threuch instituticnzs) media. Since such comissions 
€6 éte now given svsy co aot reduce tho cost to the executing brokers and 
are received by persons having little or nothing to do with the order, ve 
believe it is eporovriate for cll exchanzes to consider a voltze discount 

for euch cuctcn2rs, We believe thet a discount skould be so devised that 

will not rectrict the nozcal discretion of a custcmer or broker as to the 
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manner or tizing of the executica of orders. : 


We do not wish to place a customer in a position of havine to execute 
substantisi orders in a short period of time in order to obtain a discount 
whea predont jucerent might dictate otheryise, We request, therefore, that 
the exchsnges consider the cosunt of an appropricte voiuns discount, the 
&ppropricte breakepoincs for such Cciscounts, tho dafinition of “an order" 
and whothsr such discorats should 2pply to transactions in size for a 
perticuler custexer curin: a Gay, week or lonser poricd.- Among the problems 
we wish to conzider i3 the reictionship bettr2en volu-a discounts and execue- - 
tions on more thon one exchenge. -Althousk the Sudject of volume discounts 
is linked to the problcn of Sive-ups, we do not intend to suggest thet volure 
éiscounts need necessarily ba unifomm cnonz. 231 exchonees or that the — 
- resolution of eithar matter should be a condition precedent to making progress ~ -— 
with the other, : 


We are enztous to receive yout written szogesticzs ami commsnte on or before 
August 15, 1966. In tks meanwaiie, if you beve any cuestions, please do 

not hesitate to cemuntects with the undersigned or Er, Eusene H, Rotberg, 
Associate Director for Eez>kets and Regulation, 


Sincerely yours, 


Irving 3. Pollack 
Director | 
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On December 16, 1966, I reported in the 11th issue 
of "Across the President's Desk" that the publication of 
the SEC Mutual Fund Report had cleared the way for a full 
review by the Special Committee on Member Firm Costs and 
Revenues of the Exchange's commission structure and rates. 
As part of that review, the Committee plans to report to 
you from time to time on different facets of the commission 
question, and to seek your comments and suggestions. The 
first such report follows and it's about "give-ups". 


As spokesmen in discussions with the SEC in this area 
for the Exchange Community with the responsibility for 
recommending a healthy commission structure for the years 
immediately ahead, the Committee at this point would much 
appreciate your views on this most important subject. 


It would be helpful if each comment would include 
reasons for opinions expressed and state clearly whether 
the views expressed are those of an individual member or 
allied member or whether they represent a current official 
opinion of a menber organization. The Committee thus hopes 
with your help to reflect the views of the entire member 
firm community as it formulates its final recommendations. 


You may address your replies either directly to me, 
to James F. Burns, Jr., Committee chairman, or to any of 
the Committee members. Their names appear on the last 

. page. ; 
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Definition of "Give-up" 


The term "give-up" as used by the SEC includes the sharing of a 
commission by (a) giving up part of the work involved in an order by 
giving up the name of another member firm on the floor of an exchange 
or in its clearing house, and (b) the payment by check of part of the 
commission on an order to another member firm of an exchange (or as 
permitted by rules of certain regional exchanges to NASD or "preferred 
list" firms) which may perform no function whatsoever in respect to the 
origination, execution or clearance of the transaction. 


Problems before the Committee 


The Special Committee on Member Firm Costs and Revenues has been 
discussing give-ups with the SEC for some time. The members of the 
Committee have had an cpportunity to become intimately acquainted with 
the present rigidity of the views of the members of the Commission. 


A careful reading of four paragraphs of the SEC Mutual Fund Report 
reproduced later in this report will indicate that 


(1) The SEC does not suggest - it demands - the adoption of 
rules by all securities exchanges to prohibit customer- 
directed give-ups (with certain exceptions). 


(2) The SEC does not suggest - it demands - the adoption of 
a volume or institutional discount not necessarily 
uniform among all securities exchanges. 


If such revisions of the rules are not made then 


(a) the propriety of the commission rate schedule 
may be subject to question by the SEC; 


(b) the Commission may find it essential to exercise 
its rule making powers under the Exchange Act; and 


(c) the Commission may find it necessary, after thorough 
consideration, to recommend that broker/dealers be 
prohibited from acting as brokers for or sharing in 
the brokerage commissions paid by mutual funds whose 
shares they sell. 


In considering possible solutions of these problems let it be 
pmphasized that at all times the Committee has been guided by two basic 
oncepts - the promotion of the central market for listed securities on 

is Exchange, and the economic health of NYSE members and member firms - 
both of which in the Committee's view are essential to maintaining 
and improving investment service to the public. 


38h 


¢ 


Present use of "Give-Ups" and "Payments by Check" 


Three major types of practices within this area are presently 
used by member firms of the NYSE. 


Broker's convenience Give-Up 


First, brokers use the term "give-up" in talking about a basic 
agency relationship where one broker requests another to do part of the 
work on a transaction. For example, a St. Louis member firm may not 
have its own member on the NYSE floor, but instead may have a New York 
correspondent member execute and clear its NYSE trades. Or a firm whose 
floor broker may have too many orders to handle promptly at a given. 
moment may give some of them to a $2 broker. In such instances, parts 
ef orders and fractions of commissions are given up solely for the con- 
venience of the member organization originating the order. 


Customer directed Give-Ups 


The second type of practice is the giving up of part of a commission 
at the direction of a customer. One such instance occurs when a customer 
of a Cleveland member firm vacationing in Florida uses the facilities of 

| another member firm with a Florida office to enter orders for his account 
at the Cleveland firm. The Florida office clearly does work in connection 
with the order and is clearly entitled to a give-up of part of the com- 
mission. 


A variation occurs when a customer makes an investment decision 
based on advice from one member firm, but places his order through 
another with instructions to give-up part of the commission to the firm 
which furnished the investment advice. 


There are, of course, immensely more complicated examples, such as 
a Hartford bank which in tracing services given in connection with an 
order to sell a foreign copper stock for a trust account might realize 
that it had been helped by several member firms: Firm A in Hartford 
has been supplying current market quotes on this stock because of its 
convenient access by local telephone. Firm B in New York two weeks ago 
submitted a depth analysis of the electrical industry which referred to 
copper's changing use by that industry. Firm C-had furnished an overall 
analysis of the metals industries. Firm D which does a large internat- 
ional business had contributed to the decision, too, by a report on: 
business conditions in the copper producer's country. Analysts of both 
Firms C and D had been consulted in person by the bank's portfolio 
manager. As the block to be marketed was several thousand shares, the 
bank wanted the actual sale on the Exchange floor handled by Firm E, 
which has an excellent block placement department within the firn, 
sometimes takes clean-up positions for its own account, and regularly 
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k department 
C. The lead broker might 
- Thus the firms which contributed 
to the generation of the order would all share in its execution and 
Settlement. 
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HARTFORD BANK BLOCK SALE OF FOREIGN COPPER STOCK 


Member Firm Contribution Participation 
a ee 
Firm A Supplied quotes . . | Transmit to lead broker 


Firm B Electrical industry analysis |Execute crosses 
Firm C Metals industry analysis Execute crosses 
Firm D Foreign economic report Clearance 

Firm E Lead broker, block Placement Carry iii 


Firm F Handling floor trades Floor brokerage on orders 
found on floor 


Firms E and F can execute and clear, with give-up 
checks to A, B, C and D 


Give-Ups to Nonmembers 
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transactions on regional exchanges or over-the-counter, but inp 
frequently made possible by NYSE commission dollars. 


Regional exchange rules make it easier to split commissions on 
regional exchange trades than on NYSE trades. In fact, all but one of 
the major regional exchanges permit commission splitting with nonmembers. 
Five of them provide that up to 40% of nonmember commissions may be given 
to any member of the NASD. A sixth provides that up to 25% of nonmember 
commissions may be given to any securities firm or financial institution 
which is on its "preferred list". To get on the list, it is necessary 
only to pay a small fee and agree to certain restrictions, the effect 
of which is to prevent the 25% split from being passed on to the ultimate 
customer. 


Section 3(a)(3) of the Securities Act of 1934 includes in its 
definition of a "member" of a securities exchange any person who receives 
a@ special rate of commission. The SEC has not clarified the status of 
those who receive preferred rates of commission under regional exchange 
rules. 


Regional exchange trading 


The more permissive commission splitting rules of most regional 
exchanges have created pressure to execute orders in dually listed 
securities there.- The first result of the pressure has been that crosses 
in, dually listed stocks, where both sides of the trade have been devel- 
oped by one firm and the liquidity and depth of the NYSE market are 
consequently not needed, have been taken away from the NYSE floor and 
@ put on regional exchange floors. 


Based on our estimates of regional exchange volume, regional 
crosses of 5,000 or more shares have increased as a percent of reported 
NYSE volume from 1.2% in 1965 to 2.0% in the first six months and 3.0% 
in the last five months of 1966. 


The placing of crosses on regional exchanges, while it has gone 
part of the way toward satisfying the demand to split commissions with 
nonmembers, has not proved sufficient to satisfy the total demand. 

z Continued pressure has resulted in :lock trades -on regional exchanges 
when only one side of the trade has been developed by the member firm. 
A member firm holding an institutional block order to sell which needs 
the depth and liquidity of the NYSE for execution buys the block as 
principal on a regional exchange and as simultaneously as possible sells 
the same number of shares on the NYSE. The commission charged on the 
regional exchange is split with nonmembers of either exchange, as per- 
mitted under the rules of the regional exchange. 


Another indication of the pressure to split commissions with 
3&7 
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in NYSE listed Securities is the creation of 
© purpose, is a so-called 


rged by the regional 
AS an example, a regional only 


offer on 
the NYSE was 32. 


with an offer to buy at 32 1/8. 


the customers for 
no kn eir commissions are 
The mechanics are simple. The firm keeps a record of 
commissions earned on the regional exchange and gives up the allowable 
percentage at the direction of institutions which may have had nothing 
to do with the trades. 


A similar the-counter market. 


Some member firm Sions earned on over- 
the-counter trad Ommissions to NASD members 
at the direction of . As before, the customers 


for whom the trades their commissions are being 
used in this way. 


Yet another example 
Only members is the practi 
mame of a regional only member 
Settlement. In this case, 
transaction while the regiona 
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less floor brokerage because he did not execute, for his role as 
guarantor. 


While it may make no difference to an individual member firm 
whether it executes on the NYSE and gives part of the commission to 
an NYSE member or executes on regional exchanges and gives part of 
the commission to a nonmember, the method used does make a difference 
to our Exchange members and to the member firm community as a whole. 
Orders in dually listed securities on regional exchanges, with the 
give-ups to NYSE nonmembers described above, inevitably reduce conm- 
mission income to NYSE member firms collectively by the amount given . 
up to the nonmembers. This is aggravated by the more liberal commission 
splitting rules of the regional exchanges. It affects both firms which 
are members of the NYSE only and those which also belong to regional 
exchanges. 

There is also an important difference to the public whether 
orders are execute? on the NYSE or on regional exchanges. By far the 
majority of round and odd-lot public orders at prices away from the 
market are left with brokers or specialists on the NYSE floor, where 
they have the advantage of being represented in the central market 
place. When trades are diverted from the NYSE to regional exchanges 
for commission splitting reasons, customer orders on the NYSE floor 
lose an opportunity to be executed, to the disadvantage of those 
customers. This is particularly true for diverted trades at ana 
away from the last previous sales on the NYSE. 


It is interesting to note that give-ups on regional exchanges 
to nonmembers of this Exchange are of two distinct types, each of 
which would be differently affected by different ways of limiting 
give-up practices. Regional only members can execute and clear trades 
and receive a portion of the commission for these services. If give- 
' ups by check were not permitted regional only members could thus 
continue to share in the commissions on orders they do not originate 
by performing some work on the execution or clearance. On the other 
hand, NASD members and those on a "preferred list" could no longer 
share in commissions on such orders if give-ups by check were abol- 
ished as they could do no work on the order - they could under such 
circumstances get asplit only on orders they originated. 


GIVE - UPS 
Sources Method Recipients 


NYSE FLOOR |—b y-origination,—work,—check NYSE MEMBERS 


NASD MEMBERS, 
REGIONAL MEMBERS, or 
"PREFERRED LIST" 


REGIONAL FLOORS k REGIONAL MEMBERS 


REGIONAL MEMBERS , 
NASD MEMBERS, or 
; "PREFERRED LIST" 
[orc mamcers | by origination, work, check [ HiSD WEEE 


It is believed that many members and allied members are unaware 
of the extent of the incursion against the minimum commission caused 
by give-ups to nonmembers. 


Questions raised by the SEC 


The questions raised by the SEC on give-ups directed by mutual 
funds are inextricably tied with other matters such as - - 


(1) the prohibition of all customer directed give-ups; 


(2) the question of the propriety of the commission rate 
structure because of the widespread practice of giving 
half or more of the commission on large orders to 
brokers who performed no identifiable work on the order; 


(3) volume discount; and 


™. 


(4) the rule making authority of the Commission in respect 
to commission charges under Section 19(b) of the 1934 Act. 


~ a 


The Committee recommends to members and allied members that 
they read Chapter 4 of the SEC Mutual Fund Report for understanding 


of the SEC view on give-ups. 


Here are the highlights from the 


summary on give-ups, with our underlining added for emphasis: 


(e) Federal regulation— The need for action 
Since the publication of the Wharton Report and the Special Study, 
the use of mutual fund as extra cash compensation for 
aales of subject of extensive study and 
consideration by the Commission. Information gathered from ex- 
— isclosure and reporting requirements under the Act, 
lormal investigations, and discussions between Commission repre- 
sentatives and members of the securities industry regarding mutual 
fund reci and give-up practices has confirmed and emphasized 
the ems raised by the rton Report and the Special Study. 
Since this report deals largely with mutual funds, it bas discussed use 
of mutual fund brokerage as additional sales compensation primarily in 
terms of its impact on funds and their shareholders. It should be 
ized, however, that other institutional investors employ 
similar techniques. Apart from the p of, and impact on, 
such investors, the Commission is of the view that certain aspects of 
these practices, particularly the customer-directed give-up, impair the 
and proper functioning of the securities markets themselves. 


(f) Customer-directed give-ups 

In the over-the-counter markets, where brokerage costs are subject 
to negotiation, give-ups of commissions to brokers who perform no 
necessary function in connection with a transaction have long been 
recognized as improper and illegal. Give-up practices have been 
tolerated in the exchange markets only because erage costs are 
fixed by the exchange minimum commission rate schedules. They 
have become widespread because these schedules have not distin- 
guished between large or small orders and the services sought by or 

provided to large institutional investors. 
give-up rules may have been originally designed to provide 
for a reasonable sharing of commissions amoung those whu combined 
to perform services for custemers through traditional correspondent 
relationships. However. mutual fund give-up practices are whully in- 
consistent with this purpose. They permit mutual fund managers 
to distribute the cummissions that the funds pay among securities 
firms which have nothing to do with the transactions on which the 
commissions are eurned and for services which are of little or no 
relevance to the interests of the funds’ shareholders. 
directed gi Taise questions as to the propriety of 


mussion Fate schecuile iseil. ssuming that @ mununun cumMme 
mission eae js necessary and appropriate to effective and efficient 


As existing ex- 
recognize, it should not give direct or indirect discrimina- 
particular classes of customers. 


Mutual fund give-up practices are inconsistent with these principles. 
They create rebates not to the brokerage customer, the fund et 
but to its managers who are in & position to direct the fund's brokerage 
to maximize of fund shares. Moreover, the availability of such 
rebates creates distortions and artificial devices in the securities 
markets. Give-up practices may facilitate a wider distribution of 
fund en but in the — they interfere with the orderly 
rie gorge Sed markets, effective execution of customer orders 
and the ing of competitive forces for the benefit of public 
investors, and, as has been noted, they have other undesirable effects 
on the mutual fund industry. 

The give-up is the principal device whereby fund managers are able 
to channel brokerage commissions to large numbers of dealers in fund 
shares who do not and are not in @ position to perform any useful or 
necessary function in connection with the transactions on which the 
commissions are earned. Hence the sey 4 is in large measure 
responsible for the increasing importance of brokerage commissions 
in the competition for sales. 

Accordingly, the Commission has gi 


fin 


only a slight effect on the gruss inc 


maeuge would appear to have 
ome of the securities industry. 
The Booz-Allen study indicates that combined give-up and reciprocal 
business from all sources accounted for only 2.5 percent of the 1965 
Gross income of the 2,453 firms studied." Gross income from give-ups 


and reciprocals from all sources exceeded 5 percent of gross income 
for only one size group of broker-dealers—the 37 dealers whose gross 
income ranged from $185,000 to $200,000 in 1964. 
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Decrease in commission income also at issue 
ome 2550_ at issue 


>» Summarized in 
ning added): 


(9) Reciprocity and ézchange commission rats schedules 
Reciprocal business 
ul fund 
ices on the f 

pPactices on unct 
sheir effect on mutual [ 
in the case of Give-up practices. 

Practices, how 


ractices s§ OW that exc. ance 
utu. 
ese SAVINgS can Passi e 
cipate in the securities markets 
nge minimum commission rate 
eaningful volume or institutional 


r of tame c 

t in order A meaningful 
int therefore requires consideration of @ 

& the amount of such discounts, the appro- 
Points for such ints and the definition of an “order.” 


-€., the selection of executing brokers 


There is good reason to believ that the ste roposed to be taken 

- t to the deected giee-ep and ae Saune discount will 

nces to the funds and their 

stockholders of using fund brokerag: selling 
fund shares. It is possi 


rs among 
; Commission a 
inconsistent wit 
best execution for their 
Commission will exercise ita jurisdiction to enforce this 
basic fiduciary duty. : 
If experience shows that the steps outlined 
curb the adverse uences to investors of 
mutual funds’ i iviti i 
business, another alterna 
ared to recommend, 
hibit broker-dealers 


6 compe- 
roach would 
ber of brokerage § 
complexes could i 
a 


arise 

ontinue to retail he sa ~— 

F transactions. Accordi ly, the 

of this alternative until it had 
effects of the steps it now proposes to 
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The Committee is also studying the dollars and cents effects of 
he SEC proposals. Customer directed give-ups on member firm trans- 
tions have not been measured precisely, but those paid by check at 
he direction of mutual funds only were reported by participating 
member firms in the 1965 Income and Expense reports. The total reported 
as paid out by primary brokers to other firms which had performed no 
direct physical work on order transmission, execution or clearance, 
as about 2% of total NYSE commission business done by member firms. 
le this figure may seem small in relation to the amount of attention 
ocused by the SEC on give-ups, it is important beyond its size because 
pf its distribution among member firms. The impact of a prohibition 


pf customer directed give-ups would vary greatly among firms and even 
among groups of firms. 


Current opinion of the Committee 


The SEC's focus to date, although apparently based on a concern 
vith mutual fund practices, goes much further. The Commission reccm- 
mends the prohibition of any institutional customer - as well as any 
ndividual customer (with two exceptions) - directing a broker with 
hom an order is placed to give-up part of the order to other brokers 
pr to pay part of the commission on the order to other brokers. 


The Special Committee on Member Firm Costs and Revenues, on the 


pPther hand, approaches the subject of give-ups from quite a different 
Hirection. It sees a need for documenting the propriety of the present 
ommission schedule and also is concerned for the give-up oriented 
practices of the regional exchanges related to all customers. It is 

he latter practices which have eroded the central market. Since 
eading the long awaited report on mutual funds, the Committee on 

osts and Revenues has reconsidered its past thinking on give-ups at 
ength. It has also had the benefit of the fresh perspective provider 
by the four Exchange Governors added to the Committee in November. 

Fach of these men is a senior proprietor of his member firm. 


The Committee strongly believes that the lead broker concept is 
pssential for maintaining a strong central market for block orders. 
kA single broker or firm can most efficiently direct the efforts of 
pthers in the purchase or sale of a block. A lead broker often secures 
he cooperation of the specialist who may help in the execution of the 
block order by buying or selling, either as broker or for his own 
ccount, or by telling the lead broker of buying or selling interest 
pn the part of others. A customer's alternative is to split the block 
nto pieces given to different brokers. A succession of different 
brokers entering the trading crowd representing parts of the same 
prder tends to work against the interest of the customer. It also may 
put the specialist in a position where his ability to keep a fair and 
prderly market is taxed. He may sense that a large buying or selling 


333 


12 
‘ea? 


program is underway, and not knowing its extent cannot be of maximum 
help in executing it. 


Tne Committee not only strongly believes in the lead broker 
concept, but also in the right of both individual and institutional 
customers to place their orders with the brokers of their choice and 
to direct - by means of the lead broker - the composition of any group 
of brokers which they may wish to participate in the handling and 
processing of an order. There are numerous valid reasons other than 
rewarding firms for mutual fund sales why a customer might desire 
different phases of its order handled by different firms: 


. « « One broker may be locally convenient for quotations 
and transmission of orders. 


. « « Other brokers may have made a major contribution to 
investment decisions through furnishing research and 
economic information and advice. 


. « » A customer may believe that a particular floor 
broker has the knowledge and skill to handle a certain 
order unusually well. 


. « » The aid of a block placement department may be 
wanted. 


. . « Billing, settlement, delivery may be decided for 
geographical or financial reasons. 


. « « Personal confidence or personal inclination of 
a customer may by itself be transcending. 


. « « Banks may wish to do business with several 
securities firms which have checking or loan accounts 
with them. 


. . . Insurance companies may wish to give securities 
business to several brokers whose insurance policies 
they issue. 


. . « Landlords may prefer to have their securities 
transactions handled by several tenant brokers. 


. . . A tax consultant, investment adviser, or bank may 
be handling the affairs of customers whose brokerage 
accounts are carried by a number of different member 
firms. In such instances, it may be most efficient for 
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the agent to give the orders for a number of accounts 
to a single broker with instructions to give up on 
the Exchange floor the names of the firms carrying the 
accounts of the individual customers. 


. The Committee insists specifically also that the right should be 
etained for an institution to give an order for the account of a 
orrespondent broker directly to the New York office of the clearing 

firm which acts as the correspondent's agent. And in cases where costs: 
and services are the same, it: would be unrealistic to prohibit the 

meexercise of friendship, and uneconomic to restrain normal business 
eciprocity when such customers wish tm have several firms participate - 
in the handling of an order. 


ive-ups by check 


In studying give-up problems, the Committee differentiates 
between give-ups where some actual work is done on the handling of an 
order and give-ups by check. Giving up by check, they realize, not 
only is used in connection with mutual fund sales but also may compen- 

fsate a broker who assisted prior to the placement of a particular 

order with research and economic information, quotations, etc. Brokers 
are also rewarded for such research services by being given orders to 

andle. Reciprocity - giving business to those who give you business 

hen prices and services are competitive - the Committee also recog- 
nizes as a traditional and accepted way of American business life. 

hecks are being given up for reciprocal reasons, but much reciprocity by 
pibanks, insurance companies, mutual funds and others is also expressed 

to securities brokers through the actual placement of orders. 


The Committee feels that it is not within the province of the 
xchange to disrupt the business methods of other sections of the 
securities industry. It would appear more appropriate for the SEC to 
act, if necessary, on directed give-ups by mutual funds pursuant to 

, he Investment Company Act of 1940. The SEC should not force NYSE 

4. members to restrain customers where the SEC itself has regulatory 

meuthority over those customers. It would be especially unfair for 

he Exchange to change the practices of mutual funds and other instit- 
tions when these customer groups have no representation in the Exchange 
ule-making process. Furthermore, no case has been presented by. the 
PEC for extending its recommendations on prohibition of give-ups to 
ypes of institutions other than mutual funds. 


The Exchange has a responsibility, however, to answer the 
huestions raised by the SEC as to the propriety of the commission rate 
Structure itself. The widespread practice of giving half or more of 
he commission on large orders to brokers who perform no identifiable 
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work on the order has been cited by the SEC as raising the question 
of whether commissions on such transactions are reasonable. The SEC 
has formally asked the Exchange to consider changing its commission 
schedule, and the SEC clearly has the authority under a Secticn _9(b) 
proceeding to do so itself if the Exchange does not. 


The widespread practices of give-up by check which heve developed 
in recent years are a serious deterrent to effective documentation of 
the reasonableness of the Exchange's minimum commission charges, t)i:: 
Committee recognizes. Such documentation is necessary to answer the 
SEC's requests to the Exchange concerning present commission schedules, 
for defense in a 19(b) hearing, or to support any future change in 
commissions. Yet, Exchange action by itself to limit or eliminate 
give-ups by check would probably result in driving orders to other 
exchanges. Consequently, the Committee strongly agrees with the SEC 
that any action taken in modifying current practices of give-up by 
check must be industry-wide at SEC direction. 


The Committee is also strongly of the opinion that the increasing 
tendency te divert trades to regional exchanges to take advantage 
of easier commission splitting rules poses a serious threat to suc- 
cessful enforcement of this Exchange's minimum commission law. Each 
new step in that direction may have seemed logical and profitable at 
the time it was taken, but the cumulative effect has been to encourage 
evasion of the minimum commission principle and to weaken the economic 
Strength of the Exchange Gommunity. The long-term effect may well be 
a serious weakening of the central market to the detriment of both 
member firms and public customers. 


The Committee, therefore, reasons that the Exchange Community 
and its customers would benefit if compensation for all services were 
expressed through opportunities to participate in the work of an order 
rather than in the give-up by check. The Committee is inclined to 
recommend that the Board of Governors not oppose the SEC requiring 
a rule for all exchanges that commissions be shared only between member: 
or member organizations who perform some function in connection with a 
particular order or a part of it - origination, transmittal, execution, 
clearing, carrying account, etc. In addition, it feels that some 
limitation on the percentage of commission which can be given up would 
be appropriate. 


The give-up by check would be eliminated by such a rule. Non- 
members eligible for splits of commissions on regional exchanges, in 
effect, would be limited to such sharing of commissions on orders 
they originate, rather than on any orders as at present. 


4 


15 a : Po o- 
« 260 


The Committee realizes that this proposal does not offer a 
complete answer to the SEC's concern with mutual fund direction of 
give-ups of all kinds; it is instead one approach to an Exchange prob- 
lem. It would, however, help to keep sharing of commissions more. 
closely aligned and identified with services received. 


A large group of member firms rely on customer directed give-ups 
for an importart part of their income. If present give-up practices 
are in any way modified, the Committee recognizes that it must then 
face the question of whether the Exchange's commission rates need to 
be restructured to provide member firms with an equitable income on 
their commission business. Hopefully, such a restructuring would 
give all member firms a reasonable income from a normal mix of com- © 
mission business, and lessen their dependence on customer directed 
give-ups from large orders. Possible methods of doing so will be the 
subject of future discussion papers for the membership. 


Sincerely, 


Sg ie 


SPECIAL COMMITTEE ON MEMBER FIRM COSTS AND REVENUES 


James F. Burns, Jr. - Harris, Upham & Co. Incorporated (Chairman) 
Howard E. Buhse - Hornblower & Weeks-Hemphill, Noyes (Vice Chairman) 


Harold L. Bache - Bache & Co. Incorporated 

D. Frederick Barton - Eastman, Dillon, Union Securities & Co. 
Jacob Bleibtreu - Abraham & Co. i 

Louis B. Froelich - Pershing & Co. 

Frank H. Hunter - McKelvy & Co. ™s 

W. Wallace Lanahan - Stein Bros. & Boyce, Inc. 

Bernard J. Lasker - E. H. Stern & Co. 

Gustave L. Levy - Goldman, Sachs & Co. 

Robert J. Lewis - Estabrook & Co. 

Walter Maynard - Shearson, Hammill & Co. Incorporated 

James E. Thomson - Merrill Lynch, Pierce, Fenner & Smith, Incorporated 
Henry M. Watts, Jr. - Mitchel, Schreiber, Watts & Co. 


Malter N. Frank - Marcus & Co. (ex officio) 
- Keith Funston (ex officio) . : ; 3o7 


a 


ADMINISTRATIVE PROCEEDING 
FILE NO. 3-2156 


So59 


- a a le ze 


UNITED STATES OF AMERICA 
Before the 
SECURITIES AND EXCHANGE COMMISSION 


paconte 


FILED 
In the Matter of JUN 4 1 1971 


ARTHUR LIPPER CORPORATION SECURITIES & EXCHANGE COMRuSOH 
ARTHUR LIPPER ILI : 


(8-13182) 


San Ge p ar O~ Be eee eS He & 


i 
t 
& 
k 
é 
i 
& 
#: 


INITIAL DECISION 


Washington, D.C, 


Warren E&. Blair 
June ll, 1971 


Chief Hearing Examiner 


o- ~. 


& 
Soe 


7 ee per enone: 
, attest hmete a cae 


ADMINISTRATIVE PROCEEDING 
FILE NO. 3-2156 


UNITED STATES OF AMERICA 
Before the 
SECURITIES AND EXCHANGE COMMISSION 


In the Matter of 


ARTHUR LIPPER CORPORATION INITIAL DECISION 
ARTHUR LIPPER III : 


(8- 13182) 


APPEARANCES: Kevin Thomas Duffy, Stanley Sporkin, Marvin E. 
Jacob, Robert M. Laprade, Joanne Leveque, and 
Robert L. Anthony, for the Division of 
Trading and Markets of the Commission. 


John A. Dudley, of Sullivan & Worcester, and 
Howard S. Klotz, for Arthur Lipper Corporation 
and Arthur Lipper IIL. 


Warren E. Bleir, Chief Hearing Examiner 


These proceedings were instituted by an order of the Commission 
dated September 18, 1969 ("Order") pursuant to Sections 15(b), 15A,4 
and 19(a)(3) of the Securities Exchange Act of 1934 ("Exchange Act") 
to determine whether Arthur Lipper Corporation ("registrant"), a 


broker-dealer registered under the Exchange Act, and Arthur Lipper III 


("Lipper") wilfully violated and wilfully aided and abetted violations 


of Section 10(b) of the Exchange Act and Rule 10b-5 thereunder as 
alieged by the Division of Trading and Markets ("Division") and whether 
remedial action under the Exchange Act is necessary. 

In substance, the Division's allegations are that during the 


period from about July 10, 1967 to on or about August 5, 1968, 
respondents committed the alleged violations by entering into fraudu- 


lent arrangements with the management of certain investment companies 
1/ 
controlled by 10S, Ltd. (S.A.) ("10S"), and that respondents' activities 


pursuant to those arrangements had the effect of benefiting an 10S 


Lhe sneesnsestsnsensssnese st 


i/ By order of the Commission dated July 7, 1970 these proceedings 
were consolidated with those instituted against IOS, Ltd. (S.A.), 
et al., A.P. File No. 3-2157 (September 18, 1969). Hearings in 
the consolidated proceedings were held, but because offers of 
settlement by the IOS respondents were to be submitted for Commission 
consideration after the close of the hearings, post-hearing pro- 
cecures with respect to 10S respondents have been held in abeyance. 
in March, 1971 the Commission issued its Findings and Order 
imposing remedial sanctions against Bernard Cornfeld, Edward M. 
Cowett, Raymond Grant, and Robert F. Sutner, four of six 10S 
respondents. Securities Exchange Act Release No. 9094 (March 1, 
1971). On March 18, 1971 the hearing was reopened as to the 
remaining two 10S respondents, 10S, Ltd. (S.A.) and Investors Planning 
Corporation, Findings herein are made only as to Arthur Lipper 
Corporation and Arthur Lipper III and are not binding on the 
respondents named in 10S, Ltd. (S.A.), et al., supra. 


og 


controlled broker-dealer to the detriment and disadvantage of the 
affected 10S controlled investment companies. Allegedly, FOF Proprietary 
Funds, Ltd. ("FOF Prop."), IIT, a foreign cent cont (WLIT"), 
and Regent Fund, Ltd., 4 Canadian investment fund, were assume 
’ companies whose managers were owned or controlled by 10S. Investors 
Planning Corporation ("IPC"), 4 broker-dealer registered under the 
Exchange Act, was also under 10S control during the period in question. 
Under the alleged arrangements with managers of the autinaed invest- 
ment companies, provision was made for the payment of monies to IPC 
out of charges and commissions earned by respondents on over-the- 
counter transactions executed by them for the accounts of the investment 
companies. 
The answer filed by respondents denied the steed sistations, 
and admitted that give-ups were paid by registrant to IPC out of 
commissions earned by registrant on over-the-counter transactions exe- 
cuted for the accounts of the named investment companies but denied any 
duty to disclose those give-ups to shareholders of those investment 
companies. Registrant and Lipper appeared and were represented ‘ 
counsel throughout the hearing. 


. 


As part of the post-hearing procedures, successive filings of 


™e 


proposed findings, conclusions, and supporting briefs were specified. 


Timely filings thereof were made by parties to these proceedings. 
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2/ A “give-up" is in effect a splitting of the commission received 
by the executing broker with another broker designated by the 
customer to receive a certain portion of that commission. 
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The findings and conclugions herein are based upon the 


preponderance of the evidence as determined from the record and upon 


observation of the witnesses. 


Respondents 

Registrant, located in New York City, has been registered as e 
broker-dealer under the Exchange Act since March 31, 1967, and is a 
member of the National Association of Securities Dealers, Inc., ("NASD") 
and of the New York Stock Exchange CONYSE") , American Stock Exchange, 
and other national securities exchanges registered under the Exchange 
Act. Lipper has been president, a director, and a controlling stock- 


o 


holder of registrant since its formation. 


IOS, Ltd. (S.A.) 


10S, a Panama corporation having its principal office in 
Geneva, Switzerland, is a holding company which controlled numerous 
subsidiaries during the period in question. Among those subsidiaries 
were IPC; FOF Prop.; LIT Management Co. (S.A.) which managed LIT; 
Regent Fund Advisers (1963) Ltd., and Canadian Fund Management Company, 
Limited, which then managed Regent Fund ; and Fund of Funds, Ltd. 
("FOF"), a Canadian open-end investment company which as of December 
31, 1967 owned all of the outstanding shares ot ant had over 
| $375,000,000 invested in FOF Prop. Bernard Cornfeld ("Cornfeld") was 
President and Edward Cowett ("Cowett") executive vice-president of 


‘ 108 during the period in question; each also was an 10S director and 
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held various management positions in I0S subsidiaries. é fi : . 
: & 


From June, 1960 until June, 1967, 10S was registered as a broeker- S 


dealer under the Exchange Act. Its registration was terminated by a 
withdrawal thereof pursuant to an offer of settlement accepted by the 
Commission in connection with proceedings instituted against 10S and 
other respondents in 1966 (hereafter referred to as “the 1966 Seaceuieninl 

In 1965 LOS acquired the assets of a large established broker- 
dealer in the United States and placed those assets in IPC, intending 
that IPC be the 10S subsidiary which would sell securities in the 
United States market. IPC became registered as a broker-dealer in 
June, 1965 and became a member cf NASD. However, as part of the settle- 
ment of the 1966 Proceedings, 10S was required to dispose of its 
entire interest in IPC. 

Initially 10S assumed that IPC would operate at a loss for two 
or three years, but when 10S became aware in December, 1966 that a 
settlement of the 1966 Proceedings would entail divestment of its IPC 
interest, 10S took immediate steps to improve the profitability of 
IPC's operations in order to present a potential buyer of IPC with a 
picture of a sound business. 10S actions to that end included changes 
in IPC's management personnel and generation of income for IPC by 
means of 10S directed give-ups paid to IPC by broker-dealers executing 
portfolio transactions for 10S controlled investment conpanten. 

Early in 1967, Cowett gave his attention to a further problem 


that the contemplated settlement of the 1966 Proceedings created for 10S. 


sleet deeiieeaaideniiealiaasemanscsisonacniecs:. 


3/ 10S, Lea. (S.A.) d/b/a Investors Overseas Services, Securities 
Exchange Act Release No. 8083 (May 23, 1967). 
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Under the terms of the offered settlement, portfolio ee rae 


IOS and its affiliated funds would be permitted in the United States if 
their orders were placed with an independent non-affiliated entity 
outside of the United States, but neither 10S nor any of its affiliated 
funds would be allowed to place orders directly with securities brokers 
located in the United States. Cowett therefore approached Lipper, then 
a partner in the brokerage firm of Zuckerman, Smith & Co., and asked 
whether his firm would be interested in opening offices i London, 
England and Geneva, Switzerland for the purpose of being the central 
coordinating agent for handling the flow of 10S brokerage transactions. 
Other partners of Zuckerman, Smith & Co. declined the proposal but 

were willing to let the firm act as clearing agent for Lipper if he 
formed his own company. Lipper reported chese facts to Cowett and at 
the same time indicated his willingness to undertake to create the 
system that 10S required. The upshot of these conversations was that 
Lipper formed registrant and opened offices in London and Geneva upon 
Cowett's assurance that 10S sources would generate sufficient business 
"to cover the kind of investment that was being entailed." 

Commencing in April, 1967 on elaborate communications network 
linking registrant's New York etties with its foreign offices was 
utilized for the transmission of orders and information relating to 
10S fund portfolio transactions and for the exchange of other infor- 
mation of interest between 10S and registrant. Additionally, 


registrant's facilities were used during market trading hours by 10S 
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personnel in Geneva to obtain quotes, research information, ada- aes <0 
‘Nag? 
securities information from sources in the securities business in the 


United States. * 


Violations by Respondents 


As indic: Lipper expected that from registrant's inception 
it would be favored with 10S fund-related business as compensation 
for the risk he assumed in launching the firm. And Lipper clearly 
realized that about 50% of the commissions registrant generated from 
10S business would have to be paid by registrant to other brokers in 
accordance with 10S directed “give-ups." 

Registrant's commission charges on over-the-counter transactions 


during the period in question were the same as those listed under 


the NYSE minimum-rate schedule, and, as Lipper anticipated, directions 


were received from Cowett regarding the give-ups to be paid on those 
commissions. By letter dated June 29, 1967 Cowett, as president of 

FOF Prop., directed registrant to give to IPC "the maximum give-up 

(50%2)" on commissions earned on over-the-counter transactions for the 
account of FOF Prop. That letter was followed by a letter dated 

July 11, 1967 containing similar instructions to registrant, but relating 
to over-the-counter transactions for the account of IIT. A third 

letter dated March 15, 1968 confirmed an earlier request that regis- 
trant pay IPC similar give-ups on the over-the-counter transactions 


effected on behalf of Regent Fund, Ltd. Each of the last two letters 


» Fs 
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Was also signed by Cowett, the former as a representative of LIT 
Management Co., the latter as vice-president of Canadian Fund 
Management Company, Limited. : 

In keeping with Cowett's directions, acceded to by Lipper with- 
out question, registrant remitted approximately $1,275,000 to IPC 
during the period from July 10, 1967 to August 5, 1968, that amount 
representing about 50% of the Commissions paid to registrant during 
that period by FOF Prop., LIT, and Regent Fund on over-the-counter 
aaeting. However, because IPC required cash in order to meet 
& contract deadline of September 30, 1968, Cowett sought an additional 
Bive-up of $300,000 from registrant. Ina letter dated August 14, 
1968 signed by Cowett as president of FOF Prop., reference was made 
to the previous give-up instructions and registrant was requested: 

Over and above such regular 50% "give-up," we herewith 

request that you make the following “give-up" payments 


to Investors Planning Corporation of America: 


1. $175,000 on/before August 30, 1968 
2. $175,000 on/before September 30, 1968. 


Lipper demurred to the size of the request, telling Cowett that regis- 
trant should not be required to pay out more than another $175,000. 

_ The lower amount Suggested by Lipper Was eventually sent to IPC on 
August 28, 1968, bringing registrant's give-ups to IPC on over-the-counter 
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transactions for FOF Prop., LIT, and Regent Fund to slightly more than 


Registrant's rece rds reflect give-ups to IPC of $950,821 on FOF 
Prop. transactions, $312,175 on IIT's, and $12,521 on Regent 

Fund's, out of respective gross commissions of $1,974,064, $636,423, 
and $28,670. 
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$1,450,000. No benefits were received by those funds as a result of 
registrant's give-ups and no service appears to have been rendered by 
IPC as consideration for the $1,450,000. 

It is clear that adequate disclosure of the arrangements 
existing between Lipper and Cowett for the payments of give-ups by 
registrant to IPC was never made to FOF shareholders who had a material 
interest in the fortunes of FOF Prop., nor made to shareholders of 
IIT or Regent Fund. It is likewise clear that those shareholders 
were not told that IPC was providing neither benefits nor services to 
the funds in exchange for 502 of the commissions the funds paid to 
registrant on their over-the-counter transactions. It further appears 
that no such disclosures were made to the board of directors of 
Regent Fund or LIT, but that discussions regarding Cowett's arrange- 
ments with Lipper took place at FOF board meetings. During those 
discussions one of the directors, then also Lipper's attorney, advised 
the FOF board that in his opinion "this mode of operation was appro- 
priate, since he did not know of any legal way the Fund could get any 
benefit from these scaudussesin A sk also that FOF “had no alternative 
but to pay the minimum commission - the New York Stock Exchange." * 
The substantial benefits stead by IPC under the give-up 


arrangements worked out between Cowett and Lipper can be regarded 


only as obtained at a corresponding and unjustifiable expense to the 


3/ Transcript, 594. 


Of A. 307k, 
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shareholders of FOF, LIT, and Regent Fund. As observed by the e: 


a, 
Commission in December 1966: 62 


A directed give-up of a portion of the commission charged 
for handling a transaction for a fund in the over-the- 
counter market would be a patent waste of investment 
company assets. Since the over-the-counter market in both 
listed and unliste? securities is a negotiated market, 
which is not governed hy fixed prices or minimum 


breker or dealer to allow his customer to direct a 

give-up of a portion of his commission or mark-up to dealers 
in fund shares in and of itself shows that a lower price 

or commission could have been negotiated. 8/ 


Obviously the crux of the arrangement entailed an understanding between 
Cowect and Lipper regarding commissions to be charged to the .unds 

for effecting their over-th.- counter portfolio transactions. Such 
commissions of necessity had to provide Lipper with adequate compensation 
for his risk and services, but at the same time had to be sufficient 

in amount to fulfill the objective Cowett sought for IPC. 

It appears from the practice adopted by registrant that the 
commissions Cowett and Lipper found most nearly meeting their require- 
ments were at rates equal to the minimum rates the NYSE required on 
<stseeecasitiiirincace oll ee p se e 
7/ “In an over-the-counter transaction, those who perform no service 

should not participate in commissions or profits and there should 
be no give-up arrangements with them. Obviously, if a negotiated 
commission or price allows for a give-up of a portion of the 
commission or profit, a better execution for.the investment com- 


pany could have been negotiated if no give-up had been involved." 
Robert S. Driscoll, Procedures of Affiliated Fund and American 


Business Shares in Buying and Selling Portfolio Securities, 14 
(1965). 


Public Policy Implications of Investment Company Growth, H.R. Rep. 
No. 2337, 89th Cong., 2d Sess. (1966), 178. 


NYSE transactions. Clear evidence of how well those rates fit their ay 
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needs is also found in the $175,000 settlement of Cowett's additional 
$300,000 give-up demand which Lipper initially resisted in August, 1968 
as being excessive. That settlement indicates a mutual realization: 
that registrant's previously retained 50% of the commissions repre- 
sented a reasonable charge for registrant's services during that period.. 
But the willingness of Lipper to give-up 50% of registrant's 
commissions to IPC makes manifest that Cowett was disinterested in 
the welfare of 10S funds and failed to discharge fiduciary responsi- 
bilities owed to them. As president of FOF Prop., and as a vice- 
president of the companies managing LIT and Regent Fund, Cowett was 
cloaked with the authority to control and direct the execution of 
portfolio transactions of those funds. He thereby became a fiduciary 
in relationship to those funds charged with responsibility for 
obtaining executions of their portfolio transacticns at the least 
possible Pee Since Lipper was satisfied to have registrant retain 
only 50% of the commissions paid by the funds on their over-the-counter 
transactions, Cowett could and should have negotiated a 50% reduction 
in those commissions rather than directing a 50% give-up to IPC. In 
short, by preferring to bolster IPC's balance sheet for the eventual 


10/ 
profit of 10S, Cowett abused the fiduciary positions reposed in 


0, 


~2/ Provident Manapewent Corporation, Securities Exchange Act Release 
No. 9028 (December 1, 1970); Consumer-Investor Planning Corp., 
Securities Exchange Act Release No. 8542 (February 20, 1969). 


10/ In April, 1969 Equity Funding Corporation paid 10S $9,400,000 for 
assets of IPC which had been acquired by 10S in April, 1965 upon 
payment of $1,783,424 cash plus. approximately 20% of IPC's out- 
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him by the funds. 

Lipper knew in 1967 when registrant received give-up 
instructions that Cowett was an officer and director of the 10S related 
funds for whom registrant effected transactions and a senior executive 
of the management companies of those funds. He was aware, too, that 
Cowett was a senior executive and director of 10S. Knowing these 
relationships, Lipper also knew or should have known that Cowett had 
an obligation to obtain registrant's services for the 10S funds he 
represented at the least possible cost Ks them. Under the circumstances, 
registrant's and Lipper's acquiescence and participation in give-up 
arrangements which drained from and wasted nearly $1,500,000 of the 
assets of the 10S related funds constituted participation with Cowett 
in a scheme to defraud and in a practice which operated as a fraud 
and deceit upon FOF, FOF Prop., IIT, and Regent Fund, and their 
ian : 

Additionally, respondents' participation in Cowett's scheme 
was in derogation cf registrant's fiduciary responsibility to deal 
fairly with its IOS fund customers. Those funds and not IPC should 
have received the benefit of respondents’ willingness to execute the 
funds' transactions at 50% of the commissions actually charged the 


funds. Nor can respondents be heard to say thatthe funds were aware 


of the arrangement with Cowett because he was their representative. 


Ns sess sss sssussesnasssssoesuancnos 
li/ CE. Provident Management Corporation, supra. 
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The knowledge of Cowett, the architect of the scheme in question, 


~ 


\ 

cannot be imputed to the targets of the fraud. As noted by the Court 6 
12/ 

in Schoenbaum v. Firstbrook: 


However, as in other situations governed by agency 
principles, knowledge of the corporation's officers and 
agents is not imputed to it when there is a conflict 
between the interests of the officers and agents and 
the interests of the corporate principal. 

[citations omitted] 


Similarly, it cannot be said that Cowett's disclosures to the FOF 
board of directors concerning the give-up arrangement negated the 
existence of the fraud involved in that arrangement. Again, as stated 


in the Schoenbaum case: 


[A] corporation may be defrauded in a stock transaction 
even when all of its directors know all of the material 
facts, if the conflict between the interests of one or 
more of the directors and the interests of the corporation 
prevents effective transmission of material information 


to the corporation in violation of Rule 10b-5(2). [footnote 
omitted] 13/ 


Here, the record indicates that the disclosures at the FOF board 
meeting were accompanied by an opinion of the FOF director, who was 
Se wars counsel, that there was no legal way that FOF could 
obtain any benefit from the commissions being paid to registrant. The 
expression.of that opinion under the circumstances undoubtedly 


chilled the likelihood of meaningful discussion regarding the give-up 


SA PR Tk ARID. ee RDN 


arrangement or the possibility of negotiating a~lower commission rate 


with Lipper. 
Sse SSS Sn SSS 


12/405 F.2d 200, 211 (2d Cir. 1968), en banc 405 F.2d 215 (2d Cir. 


1968), cert. denied 395 U.S. 906 (1969). 
LY 14. 
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Accordingly, it is concluded that registrant and Lipper wilfully @,, 


violated and wilfully aided and abetted violations of Section 10(b) 
of the Exchange Act and Rule Lob-5 thereunder. 
Respondents' argument that wlateccant could not have charged 
the I0S related funds a 50% lower (oluitexten rate cannot be accepted. 
Central to that position is respondents' assertion that under then pre- 
vailing rules of the NYSE, registrant was required to charge ‘ais 
minimum NYSE standard commission on overrthe-counter transactions. 
The record, however, does not support respondents, but rather the 


contrary. 

It is quite true that as a NYSE member registrant was required 
to abide by the constitution and rules of the NYSE, and that it was 
the practice of NYSE members to charge the minimum NYSE standard 
commission on over-the-counter transactions. But neither NYSE require- 
ments nor the practice of its members precluded a reduction of 


commissions on such transactions if the reduction did not in reality 
14/ 
amount to an illegal rebate on NYSE. business. Indeed, Robert Bishop, 


is 


arene rr TT 


14/ During the period in question, Article XV, Section 1 of the NYSE 
Constitution provided: 


Sec. 1 Commissions shall be charged and collected upon the 
execution of all orders for the purchase or sale for the account 
of members or allied members or of parties not members or 
allied members of the Exchange, of securities admitted to dealings 
upon the Exchange and these commissions shall be at rates not less 
than the rates in this Article prescribed; and shall be net and 
free from any rebate, return, discount or allowance made in any 
shape or manner, or by any method or arrangement direct or indirect. 
No bonus or percentage or portion of a commission, whether such 
commission be at or above the rates herein established, or any 
portion of a profit except as may be specifically permitted by the 
Constitution or a rule adopted by the Board of Governors, shall 
be given, paid or allowed, directly or indirectly, or as 4 salary . 
©r portion of a salary, to a clerk or. person for business sought 
©r procured for any member or allied member of the Exchange or 
sember firm or member corporation. 


° 1l4- ie 


NYSE chen quienidienit in pmne of the Department of Member Firms, 
testified that NYSE minimum commissions applied to NYSE trades and not 
to over-the-counter transactions, and further that the NYSE did not 
feel it had authority to establish rates in the over-the-Counter 
market. : 
The only apparent concern of the NYSE with respect to commissions 
charged by its members on over-the-counter trades was whether such 
commissions were used as a vehicle for providing illegal rebates on 
commissions charged on NYSE transactions. A member firm charging 
less than NYSE minimum rates on over-the-counter trades would be called 
upon by the NYSE to demonstrate that the lower charges did not 
involve an indirect rebate, an the NYSE could be satisfied with a 
showing that the reduced commission was sufficient to cover the firm's 
cost of effecting the over-the-counter transaction. 
Respondents seize upon this limited interest of the NYSE in 
over-the-counter commissions charged by its members as evidence 
that registrant was required to charge the IOS funds the minimum 


NYSE rates on their over-the-counter transactions, and offer the. 


evidence that NYSE members customarily used those rates as further 


support of that position. Clearly the argument is to no avail, for 
the limited interest of the NYSE in this area cannot be so readily 
trensformed into a prohibition against negotiation of commission 


rates on over-the-counter business. The fact that mecocer firms 
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undoubtedly found it more expedient and even more profitable to eg 
charge NYSE rates on over-the-counter business rather than 


attempting to justify a lower rate upon challenge by the NYSE can 


in no wise excuse respondents from giving the 10S funds the benefit 


of the 50% reduction which Lipper clearly recognized would still 
leave registrant with a very profitable operation. That Lipper 
realized registrant's over-the-counter rates could be reduced may 
also be inferred from the fact that in 1969 registrant began to 
charge all of its customers 6 cents per share on over-the-counter 
trades, far less than the NYSE rate, and did so without suffering 
more than the expected challenge from the NYSE to demonstrate 
that the 6 cite charge was sufficient to cover registrant's costs. 
Moreover, since the NYSE rules were the same during the period 
in question as they were in 1969, it would appear that the 
failure to afford the 10S funds a reductio. .n commissions must 
be attributed to respondents' desire to accommodate Cowett in his 
objectives and not to any proscription to be found in the NYSE 
rules. 

No comfort can be obtained by respondents from the 
absence in 1967 of objection by the NYSE to give-ups shared with 
other broker-dealers. The attitude of the NYSE toward then 
existing give-up practices reflected an industry-oriented 


approach that cannot be considered objective in relation to the 


«to 


15/ 


interests cf the customers of member firms. In any event, the 


~ 

acceptance by the NYSE of the practice of over-the-counter give-ups “2p 
16/ 

cannot establish the legality of the practice. On the other hand, 


as argued by respondents, statements of the Commission staff on the 
subject of give-ups are not to be accorded the weight of judicial 
or administrative decisions. However, such statements are relevant 
in considering the public interest after a finding that respondents 
have committed the charged violations. 

Another facet of respondents’ defense suggests that the give- 
ups here involved have the sanction of the Commission as expressed 


in the release that accompanied the Commission's proposed Rule 
17/ 
10b-10. Whatever merit there might be in respondents' views that 
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15/ For example, Division Exhibit 78, entitled Across the President's 
Desk, A Periodic Report to the Exchange Community from G. Keith 
Funston, Issue #13, February 1, 1967, is devoted to the first 
report. of the NYSE Special Committee on Member Firm Costs and 
Revenues and covers problems relating to give-ups. In the course 
of that report the Committee's approach to the problems under 
consideration is set forth as follows: 


In considering possible solutions of these problems let it 
be emphasized that at all times the Committee has been 
guided by two basic concepts ~ the promotion of the central 
market for listed securities on this Exchange, and the 
economic health of NYSE members and member firms - both of 
which in the Committee's view are essential to maintaining 
and improving investment service to the public. 


16/ Chasins v. Smith, Barney & Co., Inc., CCH Fed. Sec. L. Rep. 
992,962, at 90,557 (2d Cir. 1971). i 


17/ Securities Exchange Act Release No. 8239 (January 26, 1968). 
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the release in question contradicts the Division's assertion that hay 


Me 
give-ups in the over-the-counter market have long been recognized as 


illegal, the release does not sanction the conduct of respondents. 

The release does, however, call attention to the fact that the pro- 

posed Rule 10b-10 “reflects a duty on the part of mutual fund 

managers as fiduciaries not to use commissions paid by their beneficiaries 
for the benefit of the fiduciary when practices, procedures, and 

rules of the markets in which fiduciaries act permit their beneficiaries 


‘ 


to receive tangible benefits in the form of reduction of the charges 

now borne by them." - While registrant may not have been in a 
position, as contended by respondents, to cause 10S to reduce the 
advisory fees charged che 10S related funds by the amount of the give-ups 
paid to IPC, a procedure contemplated under the proposed Rule 10b-10, 
there was nothing to prevent respondents from refusing to participate 

in Cowett's scheme, thereby honoring registrant's obligation to deal 
fairly with its customers. 

Were this a case where a duly authorized representative of the 
10S related funds had negotiated with Lipper, respondents' view that 
they had no obligation to shareholders of those funds to disclose the 
arrangements entered into with Cowett would be apposite. But, as 
indicated, respondents knew or should have known, that the conflicts 
of interests represented by Cowett precluded the possibility that they 


Were dealing with a person whom they now insist they regarded as "a 
So Ser surrealistic aieenibndameamagm 
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duly authorized officer and/or director of each of the 10S relayed 


funds." Under the circumstances, respondents‘ reliance upon Cowett's <> ~ 
official capacities with the 10S funds, without consideration of the ' 
conflicts represented by his other known official positions with 10S, 
was wholly unwarranted. Without disclosure to the boards of directors 
of the 10S funds, or, in the alternative, to the shareholders of 
those funds, registrant cannot be said to have obtained the requisite 
informed consent to arrangements adverse to the interests of its fund 
an" 

There is merit to respondents’ position that the Division has 
not shown that registrant should have reduced the cost borne by the 
10S fundsby effecting transactions on & principal instead of an 
agency basis. The choice of whether to act as principal or agent in 
effecting transactions involves many conflicting considerations, not 
the least of which are the disclosure problems that respondents point 
out were highlighted in the Arleen W. Hughes ne Except under 
unusual circumstances, that choice should be left to the business 
judgment of the broker-dealer without fear that hindsight may develop 
reason to criticize his judgment in that respect. Here, respondents 


were not required to consider acting as a principal as an appropriate 


alternative to registrant's agency relationship with the 10S funds, 


19/ ‘Arleen W. Hughes, 27 SEC 629, 634-39 (1948), aff'd sub non., 
Hughes v. SEC, 174 F.2d 969 (D.C. Cir. 1949). 


Id. 


é 
but respondents were required to refrain from participating in Covet’ s 
. 


scheme to defraud registrant's customers. — > 
Respondents’ attack upon the Division's citation of Commission 


releases Delaware Management Company, Inc., Consumer- Investor Planning 
Corporation, Dishy, Easton & Co., Hertz Warner & Co., and Provident 
Management in ene be sustained. While those releases involved 
“consent orders" entered on the basis of offers of settlement, the 
views expressed by the Commission therein are certainly entitled to 
weight in the consideration of the issues in this matter. The argument 
that certain of the releases which followed earlier orders in the same 
matters by as much as nine months are no more than Purported “rules 
issued in violation of the requirements of the Administrative Procedure 
Act for rulemaking co not supported by logic or authority. In each 
instance that the Commission's order preceded its findings and opinion, 
the order specifically stated that definitive findings and an opinion 
Would follow. Such statement must be construed as a reservation of the 
Commission's jurisdiction over the matter for that limited Purpose and 
is a complete answer to respondents! contentinn that the order terminated 
the adjudicatory process. Further, it appears that the supplementation 
of the earlier order is in keeping with, the principle that the basis of 


23/ 
an agency decision should be clearly stated on the record. 


Li Crmnuecmeac. ee, 
2i/ Respectively, Securities Exchange Act Release Nos. 8128 (1967), 
8542 (1969), 8702 (1969), 8874 (1970), and 9028 (1970). 


5 U.S.C. 553. 


Gf. Medical Com. for Human Rts. v. SEC, 432 F.2d 659 (D.C. Cir. 


1970); Environmental Defense Fund, Inc. v. Hardin, 428 F.2d 
1093 (D.C. Cir. 1970). 


PET 
ree gre i a elle 


| 


- 20-— 


Respondents also assail the jurisdiction of the Comal ssion, 2x 


arguing that the Exchange Act does not have extra-territorial application 
with respect to the obligations owed by 10S to the 10S related funds, 
and that since 10S and the 10S funds were foreign corporations, their 
respective rights must be determined by application of appropriate 
foreign law, the provisions of which are not shown on the record. That 
@rgument is unconvincing in light of the fact that not only were the | 
United States mails used to place Cowett's scheme in motion, but the 
very securities transactions that were required if the scheme were to 
bear fruit were effected on the United States over-the-counter markets. 
Where a scheme is one which is necessarily accomplished by use of the 
mails or interstate facilities within the United States, it seems 

clear that the remedial protections of the Exchange Act are properly 
invoked in the interests of maintaining and assuring the integrity 

of this nation's securities sete?” wimmuk this conclusion has 

the effect decried by respondents of extending the protective provisions 
of the Exchange Act to foreign corporations and their foreign share- 
holders, that benefit is merely incidential to the primary objective 

of carrying out the intent of the Exchange Act to prevent inequitable 
and unfair practices on the over-the-counter markets in the United 
States. Being remedial legislation, the Exchange Act must, under 


we 


recognized principles of Statutory interpretation, be given a liberal 


teeta mirabilis angie es 


24/ SEC v. Gulf International Finance Corp., 223 F. Supp. 987, 995 
(S.D. Fla. 1963). 


- 22- 
construction, that which will best conform with the general purpose of 
25/ 
the legislation. Further on the point, it hes been long settled that 


“any state may impose liabilities, even upon persons not within its 


allegiance, for conduct outside its borders that has consequences within 
its borders which the state reprehends." - 
Public Interest 

Although the respondents' violations were serious and long 
continuing, it does not appear necessary in the public interest to 
impose the revocation and bar sanctions recommended by the Division. 
Taking into consideration the mitigating factors urged by the 
respondents as well as the offsetting aspects detailed by the Division, 
a@ suspension of registrant's right to effect transactions in the 
over-the-counter markets for a period of twelve months and, as to 
Lipper, a suspension from association with a broker or dealer for the 
same period are found to be appropriete. 

Contrary to respondents' assertion, it does not appear that 
Lipper was sensitive regarding the overcharges registrant was making 
on the 10S funds' over-the-counter transactions, or, if he was, he 
did nothing to ameliorate that fraudulent practice until his own and 


registrant's financial success were assured. The picture that emerges 


™s 
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25/ SEC v. Capital Gains Bureau, 375 U.S. 180, 195 (1963); SEC v. 
Joiner Corp., 320 U.S. 344, 350-51 (1943). 


26/ United States v. Aluminum Co. of America, 148 F.2d 416, 443 (2d 
Cir. 1945). 
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from the record is of a man intent on personal gain and willing to “76 


take the risk that the scheme by which he could reach his goal would 
mot be found illegal. Mitigating that portrayal, however, is the 
established fact that the customer-directed gBive-up practice had become 


embedded in the financial community and had not been judicially 
27/ 
determined to be illegal during the years of respondents' violations, 


and the fact that Lipper relied upon advice of counsel. 

But unlike the circumstances in thogs cases cited by respondents 
where uncertainty of the law was a factor, or advice of counsel was 
relied upon, respondents acted in the face of published comment of 


the Commission and its staff which was extremely critical of customer- 
28/ 
directed give-ups, and did so after having been informed by their 


counsel that the Commission staff was in disagreement with the advice 
29/ 
- o£ counsel. To so proceed, with kno ledge that their conduct was 


ene 


27/ In Moses v. Burgin, 316 F. Supp. 31, 57 (D. Mass. 1970), the court 
noted: : 
No court has yet decided, and this court finds it 
unnecessary to decide, whether the customer-directed 
give-ups for the benefit of broker-dealers which 
were both customary and widely practiced before 
December 5, 1968 were lawful or unlawful. 


Public Policy Implications, Supra at 17, 169-88; 4 SEC, Special 
Study of Securities Markets (1963), 226-27; 5 id., 171-73; 


Division Exhibit 47 - Irving Pollack, Letter, Re: Commission 
Rate Structure (July 18, 1966). ; 


Transcript, 1054-55. 
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likely to invite attention from the Commission staff and possible action ~ 


by the Commission, makes respondents' pleas with respect to the state 
of the law and the advice of counsel far less appealing, and certainly 
not entitled to the weight accorded similar pleas found in respondents’ 
cited cases. | 

As noted, other mitigating factors advanced by respondents, 
including the reduction in registrant's commission charges in 1969, the 
absence of concealuent from regulatory authorities of the give-up 
arrangements, the likelihood that deapondanta’ misconduct will not be 
repeated, and the publicity regarding these proceedings, have been 
carefully weighed. On balance, the indicated remedial action is found 
to be necessary in the public wine 

Accordingly, IT 1S ORDERED that Arthur Lipper Corporation be, 
and it hereby is, suspended for a period of twelve months from the 
effective date of this order from effecting transactions in over-the- 
counter markets, and that Arthur Lipper III be, and hereby is, 
suspended from association with a broker-dealer for a period of twelve 
months from the effective date of this order. 

This order shall become effective in accordance with and subject 
to the provisions of Rule 17(£) of the Rules of Practice. 


“oe 


30/ All proposed findings and conclusions submitted by the parties 
have been considered, as have their contentions. To the extent 
such proposals and contentions are consistent with this initial 
decision, they are accepted. 


ook. 


decision shall become the final decision of the Commission as to each — 
party who has not, within fifteen days after service of this initial 
decision upon him, filed a petition for review of this initial 
decision pursuant to Rule 17(b), uiiuce the Commission, pursuant to 
Rule 17(c), determines on its own initiative to review this initial 
decision as to him. If a party timely files a petition for review, 

or the Commission takes action to review as to a party, the initial 


decision shall not become final with respect to that party. 
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Warren E. Blair 
Chief Hearing Examiner 


Washington, D.C. 
June 11, 1971 
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In the Matters of 


AKTHUR LIPPEK CORPORATION 
140- Broadway 

New York, New York 
(8-13182) 


ARTHUR LIPPER, III 


705, Leo. [6.a.)’ 
Geneva, Switzerland 


INVESTORS PLANNING CORPORA 
OF RMERICA : 

(now known as CIP, Inc.) 

New York, New York 

(8-12374) 
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OPINION OF THE COHMNISSION 


BROKER-DEALER PROCEEDINGS" 
. Sine 3 


Grounds for--Remedial Sanctions 


Recapture by Affiliate of Commissions on. Investment -Company Port- 
folio Transactions Through Give-Ups from and Reciprocal Arrange- 
ments with Unaffiliated Broker-Dealers 


Receipt of Money in Connection with Investment Compan 
Portfolio.iransactions _ ‘ 


Over-the-Counter Give-Ups ‘ 


. 


Conflict of Laws -- International Law 


Where manager of unregistered off-shore investment. companies 
selected to execute companies’ over-the-counter portfolio trans- 
actions broker who paid portion of commissions on such business to 
menager's subsidiary, held, manager, aided and abetted by broker, 
violated Section 10(b) of the Securities Exchange Act and Rule 
10b-5 thereunder; and gravity of misconduct requirea that regis- 
tration of broker be revoked and that manager be barred. 


Y 


ee hose cin Ae 


* "34-11773 


Where Securities Exchange Act's antifraud provisions were 
violated in connection with portfolio transactions of unregis- 
tered off-shore investment companies executed in the United 
States, and there the violators were registered broker- 
Gealers, held, United States has jurisdiction to take remedial 
action. Ss 


Receipt by Affiliate of Compensation in Connection with 
Purchase and Sale Of investment Company Froperty =z 


Deficient Investment Advisory Contract 
Misstatements in Prospectuses, Proxy Material and Other 


Documents . 


@ 


Where registered broker-dealer who was mutual fund's principal 
underwriter and investment adviser procured for itself rebates 
of fund's brokerage commissions from unaffiliated brokers without 
rendering any brokerage services in return therefor, held, such 
broker-dealer and its unregistered corporate parent violated or 
aided and abetted violations of Securities Exchange Act's antifraud 

_ provisions and of Sections 1l7(e)(1), 15(a)(1), 20(a), and 34(b) of 
the Investment Company Act and also of Rule 20a-1 under the Investment 
Company Act. : eee e : 


APPEARANCES: : ‘ < : 
4 Allan F.- Conwill, of Willkie, Farr & Gallagher, John A. Dudley, 
of Sullivan & worcester, and Howard S. Klotz, for Arthur Lipper. Corpora- 
tion and Arthur Lipper, III. ce 


Calvin H. Cobb, Jr., Robert M. Goolrick; Edmund B. Frost, and 
W. John Amerling, of Steptoe & Johnson, for iGs, Ltd. (S.A.)-and Inves- 
tors Planning Corporation of America. : 


Stanley Sporkin, Marvin E. Jacob, Robert M. LaPrade, Joanne 
Leveque and Robert L. Anthony, for the Division Of Enforcement of the 


ommission. 


. I. INTRODUCTION 


This case is about the once vast international financial complex | 
controlled by I0S, Ltd. (S.A.) ("ICS"). 1/ More specifically, it is about 
IOS's handling of the large volume of brokerage business generated by the 

“enormous pools of other people's money under its management and about the 
way in which IOS used that brokerage business to serve ‘its own interests 
rather than those of the investors who had entrusted their savings to it. 
fhe transactions in question were executed -in the over-the-counter market 
and on the New York Stock Exchange. es s 


Gs pero SO ERATION “SELENE SET GESTS SIE EACLE AN EN RR ART: TERENAS IHE RENTON 


i/ The initials stand for Investors Overseas Services. 


We 


° 
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In 1967 and 1968, the period involved in this case, brokers 
executed all stock exchange orders at fixed rates. These’ rates 
varied with the price per share of ‘the security. But the commission 
was calculated on a per share besis. The commission on an order for 
10,000 shares af a given stock was exactly 100 times that on an order 
for 100 shares of the same stock. Brokers found it profitable sad were 
eager to handle transactions for investment companies and other 
institutional customers because the cost of handling large orders 
did not increase proportionately with the commissions they were 
obligated to charge. -This was so much the case that brokers were 
willing and anxious to execute large institutional orders for : 
substantially less than the fixed minimum commission rate. Since the 
commission could pot be reduced, brokers were willing, at the 
customer's direction, to pay over part of the commission to other 
brokers within the rules of the stock exchange. Thus, large insti- 
tutional investors hed substantial amounts of so-called “excess 
brokerage" (i.e., that portion of the commission that the executing 


broker was willing to give up) at their disposal. 2/ 


a 


Pee THE ADMINISTRATIVE LAW ‘JUDGE'S INITIAL DECISIONS 


The administrative law judge before whom the hearings were hela 
concluded that: : 


1. Brokers who executed transactions for, and who therefore 
received commissions from, members of the complex of mutual 

funds managed by I0S 3/ surrendered portions of those commissions 
to an I0S subsidiary kr as Investors Planning Corporation of 
America ("IPC"). 4/ This was done at I0S's direction. 


ER 


In theory, only, the minimum rate of commissions was fixed. - 
Brokers were free to go higher if they wished. And, in 
fact, brokerage houses sometimes charged more than the minimum 
on small transactions or even refused to handle them at all. 
By and large, however, the minimum was also the maximum. 
A group of mutual funds under common management is called a 
"fund complex." See Report of the S.E.C. on Public Policy .- 
Implications of Investment Company Growth, h.R. hep. 
Sth Cong.,-2a Sess.,. 45-47 (1966) ereinafter cited as 
‘ Public Policy]. See also Glazer, A Study of Mutual Fund 
Complexes, 119 U. Pa. L. Rev. 205 -( 0). 
IOS owned eighty percent of the outstanding IPC stock. After 
the events dealt with in this opinion, IPC changed its name 
ta CIP, Inc. og bi % 
Pal i “ 
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2. Neither I0S nor IPC 5/ rendered any brokerage services — 
to the funds in whose commission disbursements they shared. 


3. The money surrendered by the executing brokers to the 

10S respondents belonged in equity and good conscience to the 
funds out of whose commissions it came. khen the 10S respon- 
dents appropriated that money for themselves, they breached — 
their fiduciary duties to the funds under their maragenient.- 
This breach of duty and the failure to disclose it to actual 
and prospective investors in those funds were in willful 
violation of Section 10(b) of the Securities Exchange Act 

end Rule 10b-5 thereunder. ue 


4. Fund of America, Inc. ("FOA") was registered with us as 
an investment company under the Investment Company Act. then 
the IOS respondents took a portion of that fund's excess 
prokerage, they violated various provisions of the Investment 
Company Act. e 


- 5, The TOS respondents' violations were serious. It is in 
the public interest to bar I0S itself from association with a 
broker or dealer. But IPC's situation is different. It is” 
no longer controlled by or affiliated with I0S. Since its 
wrongdoing stemmed from its former relationship to IOS, a 
nine-month suspension of IPC's broker-dealer registration 
is enough to satisfy the public interest. ’ 


6. Arthur Lipper Corporation ("Lipper Corp."), a New York City 
broker-dealer, and, during the releyant period, a New York Stock 
Exchange member firm and also a member firm’ of other domestic 
securities exchanges registered with this Commission under the 
Securities Exchange Act, was organized to handie the large 
_ brokerage business for IOS-managed funds. Substantial portions 
of the commissions received from suth business were surrendered - 
to IPC. Thus, the Lipper firm was a knowing participant in the 
10S respondents' fraudulent scheme. And so was its founder, 
president and controlling stockholder, Acthur Lipper, III. 
Lipper and his firm 6/ willfully aided and abetted some of the 
IOS respondents’ violations of Section 10(b) of the Exchange Act 
. and Rule .I0b-5 thereunder. . ; 
7. It would be in the public interest to suspend the Lipper 
firm from effecting transactions in the over-the~counter 
market for twelve months. During that period, Lipper himself 
should be suspended from association with any broker or dealer. 
? 
neers eee CALE CCEA LL LT ACNE: 


° 


Hereinafter sometimes referred -to collectively as “the 10S 
respondents.” . 


Hereinafter sometimes referred to collectively as "the Lipper 
respondents.” 
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eview of the record leads us to agree with the 
's analysis. 7/ we are also in accord with 

his v he public interest to preclude ICS from associ-~ -: 
ating itsel i r dealers in the future, But we see no need. 
at this juncture fo i gainst IPC. And we also disagree 
with the administrative law judge t the nature of the sanctions 
against the Lipper respondents ca i As 
to that, we agree with our staff tha 
that the Lipper respondents ought to be barred 
business. 


Our reasons, for so holding are stated below. - 


III. THE IOS. COMPLEX 
dg the 1960's, the basic trend in the Ameri- 
can eguit s upward. in those years, the American 
mutual fund ind ally. 8/ These developments led 
foreign investo ble view .of American mutual funds, 
and facilitated the sal broad. 


- JOS capitalized on this macket. 9/ tt 666 96 By Meee of the 
so-called "orf-shore fund." ‘hat involved the formation by IOS of 
investment companies in e-ies other than the United States. 10/ 
Those entities sole their shares outside the United States. But -they 
invested the proceeds largely or wholly in United States securities, 
using our securities markets to do so. 105 created off-shore funds, 
managed them after their creation, and sold their shares in many 
countries. ‘ 4 : a 


During the period of concern to us here, Ios, a Panamanian 
corporation that maintained. its principal offices in Switzerland, 
controlled IPC, a large New York City-based United States broker-- 


oe ea 


V/ The respondents petitioned for review of the administrative law 
judge's decision. Our Division of Enforcement also sought 
review with respect to what it considers the gcoss inadequacy 

of the sanction. imposed on the Lipper respendents. After . 
granting all of the petitions for review, we received briefs 
from all parties and heard oral argument. : 


This theme was expounded at length in Public Policy. 


10S's first idea was the fund holding companys The Fund of Funds 
("FOF") formed for the purpose of investing in American mutual 
funds registered and regulated -uncet the Investment Company Act 
and in publicly-held mutual fund management companies. See 
Public Policy 311-324. But by the time dealt with in this 
opinion the- original concept had been broadened so that 4c 
included direct investment in the stocks ana bonds of United 
States companies engaged in industry and trade. 


The name “off-shore” is said to reflect the fact that many of the 
{funds were set up on the islands off the shores of the United 
States. Note, United States Taxation and Kequiation of Off- 
Shore Mutual Funds, 63 harv. Lo hev. 404, %09 nelU (1969).~ 


. 
° 
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Gealer registered as such under the Exchange Act. IPC had little or 
no general securities business. Its primary activity was the retail 
sale of mutual fund shares to Americans here in the United States. 
Like many other mutual fund retailers, IPC sold the public shares in 
many different mutual funds. But it nad nothing whatever to do with. 
the management of those: funds. 


IPC, however, was more than a mere retailer of shares in mutual 
funds that were managed by others. It also had its own "in-house" 
fund for which IPC acted as‘ investment adviser ana principal under- 
writer. This fund was FOA, a corporation organized under New York ‘law. 
There was nothing “off-shore” about FQA. It was just another domestic 
mutual fund. Like hundreds of similar funds, it was subject to the 
Investment Company Act and registered with us under that statute as an 
- open-end investment company. = 


' 


“ypc's domestic mutual fund retailing operation was much older 


‘than I0S. In April 1965, IOS bought a controlling interest in IPC's 


going (albeit then unprofitable) retail mutual fund business. Il/ 
After that, IOS naturally wanted to make IPC profitable. One way of 
doing this was to build up IPC's captive fund, FOA. 


As a mere merchandiser of shares in mutual funds controlled by 
others, IPC could expect only the retail dealer's share of the sales 
charge plus some excess brokerage income funneled to it by the managers 
of the funds whose shares it was selling. But when IPC sold shares ‘in 
FOA, it: : : Pe aie 


- 


1. Kept the total sales charge since there was no 
unaffiliated wholesaler or principal underwriter with 
whom that charge had to be divided; 12/ and : 


TE ae 


IOS attributed the losses to IPC's “unimagi.-tive” management. 
An IOS official testified that IPC was acquired because it 
“represented an opportunity for ICS to come into the United 
States market, “uvilding from a base of a reasonably large and 
well-established broker-dealer." . IPC had.a 5 ,000-man sales 
force at the time of its acquisition by 10S. It anpears 
that this sales force consisted for the most part of : 
what a study by the staff of our.Office of Economic Research 
. Gescribed as “armies of salesmen who are believed to be worth- 
while even if.they onlv sell themselves, their close friends, 
and their relatives." S.E.C. Staff Report Cn the Potential 
Economic Imoact of a Reneal of Section 22(d) o1 the Investment 
Company Act of 1950, p.A-49 ‘(November 1972). See Also id- 
at pp. A-o3 - A-o4 (referring to “legions of unproductive low~ 
income salesmen"). : 
Mutual fund sales charges tended to cluster around the 8.5 per- 
cent level. Thus, when an investor wrote a check for a thousand 
dollars to pay for a purchase of "load" fund shaces, only $915 of 
that sum actually went to the fund for investment. The other $85 
was consumed by the sales charge, which went to those who made 
the sale. During the relevant period, it was usual for principal 
underwriters to retain two percent of the investor's total pay- 
ment (or about 25 percent of the aggregate sales charge) for 
themsecives. The balance went to the retail dealers and the 
salesmen who did the actual selling. Public Policy 207-209. 
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2. Enhanced its advisory fee income because the sale 
of new shares increased the yolume of assets on which 
the fee paid to IPC by FOA was based. 13/ 


So 10S made FQA grow. 14/ It did that in two ways. First, it 
caused IPC's sales force to push FOA and to deemphasize what had there- 
tofore been that sales force's primary pursuit, the sale of shares in 
mutual funds unaffiliated with IPC. Second, 10S put money from one of 
4ts own off-shore funds into FOA. I10S's foreign mutual. fund holding com- 
pany, FOF, 15/ bought into FOA in a big way. From July 1965 to August one 
1966, FOF invested approximately $22 million in FOA. By mid-1966, FOF 
owned about 46 percent of FOA's outstanding shares. 16/ : 


FOF's investment in FOA was a highly-remunerative proposition 
for I0S,. The benefits to FOF itself or its shareholders were more 
“obscure, to say the least. By having one of its funds, FOF, invest 
in FOA, another I10S-managed fund, IOS: = : 
1.° Collected a sales charge on a sales charge -~ because ~~ 

the investor who bought FOF shares and who paid a sales 
charge to I0S at that time also bore the burden of the 
sales charge later paid by FOF to IPC (but inuring, of 
course, to the benefit of 1PC's parent, IOS) when FOF 
purchased FOA shares from IPC, the exclusive distributor ' 
of those shares; 17/ and . ; 


. 
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13/ Over the long-run, this was much more important than sales 
charge revenues. Generally, the.advisory fees that the adviser- 

* underwriters receive for their managerial services are based on 

-the size of the asset pools under management. Since the size 
of a mutual fund does not fluctuate nearly as much as the sale 
of new sharés, the advisory fee provides a stable source of 
income. : oe oo, 
FOA had only about~$5 million .in assets..when IOS came into the 
picture. A year and a nalf later (on November 30, 1966) FOA's 
assets were around $44,million. 


See n. 9 on p. 5, Supra. . 


Public Policy ~-313, Table Yili... The record shows that in 
January 1968 FOF still owned approximately 40 percent of FOA's - 
shares. . oe : 


There were so many entities in the I0S complex that the above 
text simplifies the corporate relationships involved. FOA's 

underwriter was IPC, and FOA's adviser was IpeC's wholly-owned 
subsidiary, Fund’ of America Management Corporation. 


oe 
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2. Received two advisory fees out of what was in 
economic reality a single pool of capital -- IOS took 

an advisory fee from FOF in exchange for its services in 
putting FOF's money into FOA, and through IPC it then 
took a second advisory fee from FOA for managing FOA's 
_investments. 18/ ‘ 


IV. THE 1966 PROCEEDING AND ITS AFTERMATH x 
Soon after I0S's acquisition of IPC, members of the Commission's 

staff reported to the Commission: that information had come to their 

attention indicating that 10S's assertedly off-shore funds were not 

wholly off-shore. Our staff believed that shares in those funds had 

been offered and sold to an appreciable numoer of Americans 

fraudulently and in violation of the Securities Act's registra- 

tion requirements. 19/ To determine whether this was actually so 

and what remedial action, if any, was needed, this Commission, in 

February 1966, instituted an administrative proceeding against I0S 

and some of _ts affiliates. 20/ After the failure of its strenuous 

efforts to enjoin that proceeding on the ground that we had no power 

to conduct it, 21/ 10S decided to settle. E . 


During settlement negotiations with our staff, I0S learned that 
settlement would require a material reduction in the scope -+ its United 
States activities. I0S made an offer of settlement in which it under- 
took, among other things, to: y 


3 
s 


) 


2. Cease selling securities to United States citizens and 
nationals wherever located, except, inter alia, for sales by 
IPC during its continued ownership of that entity; — 


1. Divest itself of IPC within a specified time; 


3. Make a rescission offer to Americans who held interests 
in FOF; . ie 


4. Withdraw its own broker-dealer registration an@ the regis- 
trations of those of its affiliates that were then registered 
with us as brokers and dealers; and 


5. Conduct_all of its securities activities outside the 
Unitec States. . mA 3 


rr 


As we said in Public Policy: “Inherent in the fund holding 
company structure is a layering of costs including advisory 
fees, administrative expenses, sales loads, and brokerage 

fees, all of which serve to make a fund on funds a particularly 
expensive investment vehicle." Public Policy at 318. 


Our staff also, believed that violations of the Investment Company 
Act had been committed. : 


° 
’ 


Administrative Proceeding No. 3-497 instituted by order of 
February 3, 1966. This proceeding is:refercred to as “the 
1966 proceeding." ‘ 


Sev Fontaine v. S.E.C., 259 F. Supp. 880 (D.P.Re, 1966). 
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We accepted 10S's offer on May 23, 1967, thus terminating the 
1966 proceeding. 22/ : : 


Before that time, IOS began to prepare for the day when it would 

have to dispose of IPC and place all orders for United States secu- 

- ities abroad through an independent foreign brokerage firm or through an 

_ Andevendent United States brokerage firm with a foreign..branch office. I0S 
chose Lipper as a broker for. the funds managed by it. At I0S's instance, 
in March 1967 Lipper organized Lipper Corp., headquartered in New York, 
with branch offices in London and.Geneva. He did so for the primary pur- 
pose of acting as a broker for the funds managed by 105 and after 
‘assurances from it of sufficient business from "10S generated sources to 
cover the kind of investment involved." 23/ ‘The “investment involved" was 
needed to establish an elaborate communications network for transmitting 
the orders that the 10S-managed funds placed with Lipper Corp.'s foreign 
branches to its main office in New York. Through this network those 
foreign funds continued to buy and sell United States securities in this 
country's marketsrather than in those abroad. _ 


: As for IPC, the settlement agreement granted I0S a period of 
time before it had to sell its shares of IPC, and this was ultimately 
accomplished in the fall of 1968. Of course, the price that IOS could 
expect to obtain for its IPC shares obviously depended on the latter's 
earning power. I0S, therefore, had an especially strong incentive to 
improve IPC's performance prior to the sale. The Lipper respondents 

helped I0S to attain that cbjective. * : 


} 


Vv. REBATES OF OVER-THE-COUNTER BROKERAGE COMMISSIONS 


A. The Facts and Their Legal Consequences 


Re ° 


Lipper Corp. handled the foreign funds' over-the-counter business 
on ean agency basis. For its services in this regard, Lipper Corp. 
charged the stock exchange commission rate. But it kept less than half 
of the resulting gross commissions. The rest of them were paid over -- 
"given up" in the jargon of the trade -- to IPC. These give-ups by 
Lipper Corp. to IPC totaled about $1,450,000 from July 1967 to August 
1968. . In view of I0S'‘s relationship to IPC, that morey was for all 
practical purposes given up to 10S. ,, 


Since neither of the IOS respondents performed any brokerage 
function in connection with the over-the-counter transactions handled 
by Lipper Corp., it is apparent.that they did nothing in, return for the 


e 


22/ 10S, Ltd. (S.A.), Securities Exchange Act Release No. 8083- 
ory * * 


23/ From April 1967 through June 1968, Lipper Corp. received gross 
ae _ commissions of $11,372,000, $6,914,000 of which came from ICS- 
related business. : 


~10- ey _.  peeaees 


' 


income that they derived from those transactions. 24/ They simply 
caused the funds to divert $1,450,000 to them. Lipper Corp. was a. 
mere conduit for the diversion. No extended discussion is required 
to demonstrate that this was a gross breach of fiduciary duty by the 
IOS respondents. 25/ : 


Such "disregard of trust relationships by those whom the law 
should regard as fiduciaries" was one of the evils that the Exchange 
‘Act sought to eliminate. 26/ We therefore find, as did the adminis- 
trative law judge, that the 10S respondents’ over-the-counter commission- ~ 
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It is true, of course, that I0S managed the {27s and that 
- this involved work. But IOS was getting a manacoment fee 
for these services. 


Investment, advisers are fiduciaries. S.E.C. v. Capital Gains 
Research Bureau, 375 U.S. 180, 191 (1963); Arleen W. Hughes, 27 
B.E.C. 629; 635-638 (1948), aff'd ‘sub. nom. Hug es Ve sGeGe ‘ 
174 F. 24 969 (C.A.D.C., 1949). And investment advisers to 
investment companies are on the same footing. Rosenfeld v. 
Black, 445 F. 2d 1337 (C.A. 2, 1971), petition for cert. 
dismissed 409 U.S. 802 (1972); Brown v. Bullock, 194 F. Supp. 
207, 229 (S.D.N.Y. 1961), aff'd 294 FP. 2a 415 (C.A. 2, 3961). 
See Provident Management Corp., 44 S.E.C. 442, 447 (1970): 
Porteous and Lautsbaugh, as officers of Fund and as persons 
responsible for directing the execution of its portfolio ) 
transactions, and Management by virtue of its position as 
investment adviser, were fiduciaries.of Fund. As such, they 
were under a duty to act solely in the best interest of Fund 
and its shareholders .... . While there is no proof that 
Pund did not receive the best execution on its transactions, 
or that the existence of the arrangement described resulted 
in additional costs to Fund, once the reciprocal arrangements 
were made, it was improper for Porteous & Co. to keep for 
itself rather than confer .on Fund the benefits attributable 
to Fund's assets."; Consumer-Investor Planning Coro., 43 S.E.C. 
1096, 1100-1101 (1969): Tt is clear that [respondents] ... 
placed the purchase and sale of the Fund's portfolio securities 
_ with those brakers who would pay over to “hem the largest 
-extractable portions of the brokerage commissions thus 
generated and the most substantial other benefits. The 
payments and benefits received by .them did not represent 
compensation for any services rendered to or benefits conferred 
upon the Fund, but rather constituted a form of personal 
enrichment derived from the Fund's portfolio transactions. 
By such blatant ‘trafficking of the Fund's business, respondents 
simply used their fiduciary positions in relation to the Fund 
to cause monetary and other benefits ta inure to themselves 
without regard to what was best for the Pund .. «+. The 
abuse of position and conflict of interests inherent in the 
making of these arrangements was clearly inimical to the Fund 
and its shareholders."; Delaware Management Co.s 43 S$... 
392 (1947). : os 


H.R. Rep, No. 1383, 73d Cong., 2d Sess. 6 (1934). 
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splitting arrangements were a fraud on the foreign funds and on their 
shareholders. 27/ It follows that the 10S respondents willfully 
violated Section 10(b) of the Exchange Act and Rule 10b-5 thereunder. 


Since the Lippér respondents knew about 10S's relationship to 
the foreign funds, and since their -active as tance was an essential 
element of the scheme, they were clearly participants in the 10S 
respondents’ breach of trust. It follows that the Lipper respondents 
willfully aided and abetted the 10S respondents’ violations. 28/ 


Respondents advance various arguments, based upon then existing 
rules and practices in the securities markets which, they claim, justify 
their activities. To these we now turn. < : 


Respondents claim that the rules of the New York Stock Exchange 
required the funds to bear over-the-counter brokerage costs that are 
conceded to have been high.. They argue that: 
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27/ Respondents contend that their over-the-counter commission 

arrangements were disclosed to the directors of the foreign 
funds. Like the administrative law judge, we find this. 
contention unsupported by the record. Three foreign funds were 
involved. The Lipper-1#C give-up arrangements ere claimed to 
have been discussed at a meeting of one of the three boards. 
But what about the boards of the other two funds? No 
disclosures are expressly claimed to have been made to them. , 
-As to the disclosures made to the’ one fund, we agree with the 
administrative law judge that they cannot be deemed to have been 
adequate. But even if they had been adeguate so far as the 
directors were concerned, it seems to us that in‘ view of I0S'‘s 
controlling influence over these entities, the disclosure required 
in this situation was disc.osure to the shareholders actual and 
prospective. Moreover, the administrative law judge pointed out 
that the person making the purported disclosures was a principal 
in the scheme to defraud the foreign funds. C£. Schoenbaum v. 
Firstbrook, 405 F. 2d 200, 211-212, reversed In part on other 

rounds en banc 405 F. 2d 215 (C.A. 2, 1566), cert. aenied 

sub nom. Manley v. Schoenbaum, 395 U.S. 906 (1969): 
"In general, 1 the corporation's agents have not been 
Geceived, neither has the corporation. However, as in other 
situations governed by agency principles, knowledge of the 
corporation's officers and agents is not imputed to it when 
there is a conflict between the interests of the officers 
and agents and the. interests of the corporate principal. 
{Citations omitted.j Therefore, a corporation may be 
G@efrauded in a stock transaction even when all of its directors 
know all of the material facts, if the conflict between the 
interests of one or more of the directors and the interests 
of the corporation prevents effective transmission of 
material information to the corporation, in violation of 
Rule 10b-5(2)." See also Pappas Vv. Moss, 393, F. 2d 865 
(C.A. 3, 1968). i 


See Provident Management Corp., 44 S.E.C. 442,. 448 (1970). 
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1. As a New York Stock Exchange member, Lipper Corp. was 
bound to adhere to that organization's minimum commission 
rate schedule. 


2. The anti-rebate rules that the exchange adopted for the 
purpose of preventing its members from cutting rates in 
underhanded ways precluded Lipper from returning any excess 
brokerage to the funds themselves. : 

3. There were only two choices. One was for Lipper to- 
retain for himself al] of the brokerage that the New York 
Stock Exchange had thrust into his unwilling hands. The 
other was to divide it with IGS. In no event could the 
funds' over-the-counter brokerage costs have been any 

lower than they actually were. 


This argument, although perhaps superficially appealing, is, 
upon analysis, unavailing. The New York Stock Exchange had no juris- 
diction over commission rates in over-the-counter transactions. The 
over-the-counter market dv ing the relevant period was, and it still 
is, "a negotiated market . . . not governed by fixed prices or minimum 
commission rate schedules." 29/ Therefore, “any willingness of the 
executing broker . . . to allow his customer to direct a give-up of 
a portion of his commicsion . .*. in and of itself shows that a lower 
» « e commission could have been negotiated." 30/ z 

The New York Stock Exchange's anti-rebate policies are clearly 
not relevant here. Those policies applied only to transactions on that 
exchange. What they prohibited was the division of commissions paid 
for such transactions with those who were not themselves members of 
the New York Stock Exchange. 31/ The transactions involved herein were not 
New York Stock Exchange transactions. 32/ Nor~was IPC a New York Stock 


° 
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29/ Public Policy 178. Although the practice was to charge the New 
York Stock Exchange minimom rate on over-the-counter trans-~ 
actions executed on an agency basis, no rules legally binding 
on Lipper required this. A violation of the National Associa~ 
tion of Securities Dealers' Rules of Fair Practice might have . 
been involved; however, if the.commission charged was in excess 
of the New York Stock Exchange minimun. 


Public Policy 178. 


we 


Public Policy 170.- ° ie : 


The New York Stock Exchange's vice president in charge of member 
firms testified that "The New York Stock Exchange minimum com- 
_missions applied to New York Stock Exchange trades, not over-the- 
counter trades." The following colloguy then ensued: 


"9 To what extent does the New York Stock Exchange feel it 
has the authority to establish rates in the over-the 
counter market? a : 


Wo don't feel that we have any authority to establish 435 
cates in the over-the~counter market." 
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Exchange member. The Lipper respondents claim to have been in fear of 
disciplinary action by the New York Stock Exchange. 33/ But they have 
nevec explained why this fear did not restrain then from: giving up to 
IPC. 34/ If the New York Stock Exchange's rules had been applicable 
to these transactions, they would have prohibited commission-splitting 
with IPC as well as with the funds that paid those commissions. 


Moreover, the New York Stock Exchange had no jurisdiction, over 
IPC. There is nothing in the record to show that the exchange would 
have been disconcerted had IPC returned Lipper's give-up money 35/ to 
the funds. 36/ Hence the administrative law judge was clearly correct 
‘when he held that: - ° 


‘ 


etter oem etiam ters tee A A AAR Af Ae ARR INE 


The New York Stock Exchange official previously referred to did 
testify that very low over-the-counter charges might in certain 
circumstances be deemed impermissible rebates. But-he made it 
clear that he was talking about over-the-counter commissions 

that were below the cost of doing business. He further testified 
as follows on redirect examination by Division counsel: 


"Q Now Mr. Bishop, is it a requirement of the New York Stock 
Exchange that the minimum New York Stock Exchange [sic] 
be charged by member firms in executing over-the-counter 
transactions, even though the minimum New York Stock 
Exchange commission exceeds the cost of executing the» 
transaction? i 


No." 
testified:- 


Weren't you concerned that the New York Stock Exchange 
might consider the payment of comnissions earned in the 
over-the-counter market, for Fund of Funds portfolio 
transactions, to IPC, as violative of their ‘anti-rebate 
rules? . 


A No sir, .I was not concerned." 


During the relevant period, the New Yor Stock Exchange permitted 
one of its members to manage a large investment company complex 
without receiving any management fee. The partners in that firm 
viewed the brokerage income that they derived from the complex's 
portfolio transactions as sufficient in itself to compensate 

them for their services. There is no indication that the 
Exchange considered this arrangement an riddeoisscae 6 rebate. 
See Public Policy 106-109. ee . 


Whatever the New York Stock Exchange's sentiments hae or might 

not have been, the money having come fom the funds in the first 

place, and IPC having done nothing to carn it, there was no way 

in which the IOS respondents could lawfully keep it. Noses v. 

Bur ine 445 F.2d 369, 376 n. IL (Cc. A. 1, 1971), cert. denied 
U.S. 994 (1971). 


‘? 


Tee. a eee 


"There .was no requirement of the NYSE that its members 
charge NYSE rates on over-the-counter transactions and 
Cowett [ICS's executive vice president and the principal 
architect of the give-up scheme} and Lipper, both highly 
sophisticated in the financial world, knew or should have 
known the limitations of the NYSE rules. It was permissible 
for Lipper Corporation to charge less on the funds’ over- 
the-counter transactions and, contrary to respondents’ 
position, the record evidences a willingness by Lipper” 
Corporation to be content with 50% of the amounts ; 
actually charged the funds on such transactions. In this 
connection, it is also clear from the record that Cowett was 
not interested in negotiating for a lower rate but in having 
Lipper Corporation give up 50% of the funds’ commission 
payments to IPC so that the latter would obtain additional © 

* revenues." 


Respondents. say that customer-directed give-ups were widespread _ 
and generally regarded as legitimate in 1967 and 1968. They are right 
about that. But their conclusion that thjs justifies the activities here 
involved, however, is unfounded because the cugtomer-directed give-ups 
referred to, which were in the exchange market, differed from the present 
.case in two critical respects. First, they did not involve fiduciaries 
diverting their beneficiary's funds into their own pockets. Secondly, 

they represented a form c£ competition for lucrative institutional] 
business that prevailed under the rigid fixed commission rate ee 
which existed in the exchange markets only. f 
Exchange rules fixed minimum commissions -at a rate which oftén 
exceeded the amount for which a broker was willing to execute a trans- 
action. Exchange rules also prohibited any rebate of commissions to 
the customer. Under this regime, brokers sought to attract lucrative 
institutional business by offering various inducements to institutional 
customers. These included, particularly in the case of mutual funds, - 
a willingness to give-up a_portfon of the commission to broker-dealers 
Gesignated by the fund management, who were engaged in selling fund 
shares. Such give-ups represented additional compensation to these 
@ealers for their selling activities. The exchanges chose not to regard 
this as a rebate. While this practice was questionable and was’ .:....- 4.. 
abolished by the exchanges in December 1968, it, was permitted. prior- ers 


to that time as a means by which fund ‘managers could obtain. something | Sis. 


of value for their excess commissions. -' 

In the over-the-counter market, no fixed commission rate was 
imposed. The National Association of Securities Dealers, Inc., the 
self-regulatory body for the over-the-counter market, was and is pro- 
hibited by law from maintaining fixed commission rates. The customer- 
directed give-up was not, prevalent in that market and was, indeed, 
‘cegarded as improper, if not illegal. As the Commission ‘noted in 
December 1966: aie 

"A directed sive-up of a portion of the commission 
charged for handling a transaction for a.fund in the 
over-the-counter market would be a patent waste of 
investment company assets." 37/ 


® 


32/.—- Public Policy 178. 


- 
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Respondents point to the fact that it was the usual practice in agency 
transactions in the over-the-counter market. tc charge the New York 

Stock Exchange comaission rates. This appears to be correct. 38/ 

The conclusion which respondents derive from this, that orice Tmoetition 
for execution services did not exist in the over-the-counter market any 
more than in the exchange market, does rot follow. Nor does .t further 
follow that because give-ups were accepted in exchange ‘cansactions, they 
were therefore also acceptable in over-the-counter transactions. 


Although on small over-the-counter brokerage transactions the 
New York Stock Exchange commission was utilized as a familiar measure 
of a proper charge for the service, institutions were not required to, 
and usually did not,.pay the high exchange commissions on large over-the=- 
counter transactions. They simply dealt directly with over-the-counter 
™ma.ket makers and were charged a mark-up substantially less than the 
applicable exchange commission. 39/ Consequently, on institutional 
transactions in the over-the-counter market there were no excess 
commissions to be disposed of by using customer-directed give-ups, 
and customer-directed give-ups were not utilized in that market. 

: Respondents’ argue that because the Commission's 1967 consent 

order precluded IOS from dealing directly with market makers, the 
i0S-managed funds had to pay excessive commissions and IOS had to 
Givert the excess into its own pocket. The Commission, of course, aid 
not intend such a result, and the order clearly does not provide for such. 
Nothing in the 1967 order required the funds to pay, or Lipper to charge, 
.excessive commissions. 40/ If for any reason an institution wished to 
execute an over-the-counter trade with a broker-dealer firm as agent 
‘rather than as principal, this could be done, and the commission could 
be negotiated, as IOS and Lipper might have done here. . 


See Report of Spécial Study of Securities Markets of the 
S.E.C., H.R. Doc. No. 95, pt. 2, bot Cong., ist Sess. 
624 (1963) (hereinafter cited as Special Study). 


Id. at 627. But on the. exchange, the transaction could not, 
Of course, be executed for less than the minimum commission. 


Respondents appear to suggest that the practice of charging 
the stock exchange commission on over-the-counter trans- 
actions was not merely a practice, resorted to for convenience 
where appropriate, but rather reflected some type of agreement 
Or conspiracy among broker-dealers to charge: that rate under 
all circumstances. We can hardly assume the existence of 

such an agreement, particularly in view of the. fact that, if 
Practiced in the over-the-counter market where no statute 
affords the slightest justification for rate fixing, it would 
have been a flagrant violation of fhe antitrust laws. 


e 
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Respondents claim to have ‘relied on the advice of counsel, 
and they did have opinions of counsel which supported their course 
of conduct. Although neither ignorance. of the law nor reliance upon 
counsel's opinions can make unlawful conduct legal, advice of counsel 
is often a weighty mitigating factor. 41/ Tnis is particularly true 
where the law is obscure or changing, Or where the issues are technical 
and specialized, and a layman, therefore, requires the advice of counsel 
in order to chart a course. 


But here the situation is different. The 10S respondents saint 
to divert the funds’ money to themselves, and the Lipper respondents 
knowingly participated in this effort. In doing so, they relied — 
upon counsel's conclusion that they had discovered a looshole in the 
law of fiduciary responsibility. Counsel, in turn, relied upon the fact 
that no contested decision or-rule was precisely in point and specifi- 
cally prohibited respondents’ scheme.. This type of reliance is mis- 
Placed, particularly in the area of fraud. Moreover, counsel actually 

. knew (not merely should have known) that this agency considered give-ups. 
by brokers in over-the-counter transactions to be “improper and 
dllegal." 42/ Counsel apparently disagreed with these views. That 
was their privilege. But both counsel and their cl'ents were aware 
of the risk, and they can hardly claim that they could not reasonably 
poppe that the Loophole which they perceived might prove to be 

: usory. 


41/ An act done in reliance on the advice of counsel may nevertheless. 
be "willful" within the meaning of that term as used in Section ~ 
15(b) of the Exchange Act. This is so because for purposes of 
that section "a violation is 'willful' whenever the actor intends 
to do the act that constitutes the violation without regard to 
whether he specifically intends to violate the law." Gearhart 
& Otis, Inc., 42.S.E.C. 1, 26 (1964), affirmed 348 F. Zd 798 
(ClALD.C., 1965). See also EASES v. S.E.C., 344 F. 2d 5, 8 : 
(C.A. 2, 1965). . ae Dee 
Public Policy 185. Respondents dismiss Public Policy as a mere 
essay that no one ‘was é6bliged to heed. (ne part of that report 


dealt with the economics and the oe patterns of the 
investment company business, as it was in 1966. Since those 


descriptions were based on exhaustive and protracted. studies, 

we consider them authoritative. Another part of Public Policy -- 
and the one pertinent here ~-=- contained a concise and carefully. 
considered summary of this Commission's understanding of the then 
existing law, the law as it already was, with respect to investment 
companies. A lawyer who told his clients that this was meaningless 
was counseling them to act at their peril. As the First Circuit 
said when it had,to consider Public Policy's impact on Moses v. 
Burgin, 445 F. 2d 3.9, 364 (C.A. F, 1971), cert. denicd, 404 U.S. 
557 (1971): "Any contention that the Commission's views were off- 
hand or .. . inconsequential .~. . is, to put it bluntly, little 
short of extraordinary. Ke may add that .. . willingness to 
Gisregard the Commission itself casts some Coubt on the bona fides 
of a claim that the earlier expressed: views of the staff were 
ignored ‘because of its inferior s aateeactetet 


Respondents assert that their 
ments are outside the Exchange Act's 
to support their contention. One is 
no real connection with the purchase 
matters involving internal corporate 
‘ds involved here is so foreign as to 
inapplicable. 


It is true that nothing falls 
of the Exchange Act or of Rule 10b-5 
connection with the purchase or sale 
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Jurisdictional Contentions 


over-the-counter give-up arrange- 
putview. They advance two reasons 
that the charges against them have 
or sale of securities, but are 
affairs. The other is that what 
make the laws of the United States 


within the ambit cf Section 10(b) 
thereunder unless it be “in 
of any, security.” It necessarily 


follows that there is an area .of internal corporate management untouched 
by the Exchange Act's antifraud provisions. 


These generalities, however, have no bearing on the case before 


" us. 
securities business. 
securities. 


. over, their shares were redeemable. 


offers to repurchase their outstanding shares. 


This case deals with nothing but securities transactions and the 
The foreign funds were investors and traders in 
Indeed, that is all they ever did. 
constantly buying and selling huge blocks of securities. 
continuously offering and selling their own shares to investors. 


The funds were 

And they were 
More- 
Hence they were making continuing 

In these circumstances 


we find it difficult to conceive of any significant aspect of their 
‘affairs that was not intimately connected with the purchase and sale 


of securities. 


We think it axiomatic that their 


expenditures for the 


_brokerage services incident to such transactions were so connected., 


“Respondents ‘support their contention that 


than United States securities law is 


"foreign law rather 


applicable” so that “the Commission 


is without jurisdiction or power over the allegations in this section of 


the order for proceedings” 
Act, which provides as follows: 


by pointing to Section mein) of the Exchange 


"The provisions of this title or of any rule 


or regulation’ thereunder 


shall not apply to any 


person insofar as he transacts a business in securities 


without the jurisdiction 


of the United States, unless 


he transacts such business in contravention of such 


rules and regulations as 


the Commission may prescribe 


as necessary or appropriate to prevent the evasion of 


this title." 


We note at the outset that § s0{b) does not speak of a business 


in securities “without the United States," but rather 


jucisdiction of the United States." 


“without the 
The Lipper respondents and 


IPC were conducting a substantial securities business in the United 


‘States. Moreover, 
United States. 


the transactions of concern to us occurred in the 
‘The Court of Appeals for the Second Circuit, 


in 


* 
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considering the reach of Rule 10b-5, has stated that “the nation 
where the conduct occurred has jurisdiction to displace foreign law 
and to .. . apply its own.” 43/ 


Lipper Corp. and IPC chose to register with this Commission as 
brokers and dealers. When they did that, they voluntarily subjected 
themselves and their businesses to the jurisdiction of the United 

-States. 44/ In view of their controlling influence ovér Lipper Corp. 
and IPC, Lipper himself and IOS were also transacting a securities 
business within the jurisdiction of the United States. Accordingly, 
this Commission concludes that it has jurisdiction over the persons 
and the subject matter before it in this action. . 


C. Other Matters a fs 

fhe I0S respondents claim that the administrative law judge 
was Gisgualified because he reached certain conclusions and made certain~ 
findings in his initial decision dealing with the Lipper respondents 
before he issued his initial decision about the I0S phase of the case. 
He issued separate decisions to accommodate the exigencies of a situ- 
ation engendered by IOS and IPC. On representations that settlement 
with IOS and IPC was imminent, the administrative law judge closed the 
record without prejudice to an application to reopen it if I0S and IPC 
_@id not settle as anticipated. When no such settlement was reached, he 
reopened the hearings on the issues relating to I0S and IPC. Meanwhile, 
he issued an initial decision dealing with the Lipper respondents. No 
_showing of actual bias or prejudice stemming from an extrajudicial 
source that would warrant disqualification was made. The administrative 
- law judge's findings against Lipper and‘Lipper Corp. were made in the 
course of his official duties. And his initial decision in the Lipper 


* . 
w 
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43/ Leasco Data Procéssing Equip. Corp. v. Maxwell, 468 F. 2d 1326, 
T3590 (C.A. 2, 1972) (Substantial conduct within the United States 
warrants application of Rule 10b-5 to transactions on the London 
Stock Exchange in-securities not traded on the American markets.) 
In IIT v. Vencan, Ltd., 519 F.2d 1001, 1017 (C.A. 2, 1975) the 
Court of Appeals tor the Second Circuit said: “We do not think 
Congress intended to allow the United States to be used as a 
base for manufacturing fraudulent security devices for export, - 
even when these are peddled only to foreigners. This country 
would surely look askance if one of our neighbors stood by 
silently and permitted misrepresented ‘securities to be poured 
into the United States. By the same token ‘it is hard to 
believe Congress meant to prohibit the SEC fzom policing similar 
activities within this country ...." And on that, same day 


the court underscored this in the companion case of Bersch v. Drexel 


Firestone, Inc., ‘519 F.2d 974, 987-(C.A. 2, 1975), where it said: 
We are ... holdins.... that Conmress did, 
to be used as a base for fraudulent securities schemes even when 
‘the victims are foreigners, at least in the context of suits by 
the SEC or by named foreign plaintiffs." 


“Jurisdiction for purposes of Section 30(b) does not mean 
territorial limits.” S.E.C. v. Unitcu Financial Group, Inc., 
474 F. 2d 354, 357-358 (C.A..9, 1973)- 


4a not mean the United States 
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case expressly pointed out that its findings were not binding on IOS 
and IPC. Hence he was not disqualified from subsequently deciding 
common legal and factual issues against I0S and IPC. 45/ : 


VI. REBATES OF BROKERAGE COMMISSIONS DERIVED 
FROM NEW YORK S1OCK EXCHANGE TRANSACTIONS 


As previously noted, commissions on New York Stock Exchange 
transactions were, during the relevant period, divisible only among 
members of that exchange. Since neither IOS nor IPC was a New York 
Stock Exchange member, it would seem at first blush that there was no 
way in which they could derive direct pecuniary benefits from the New 
York Stock Exchange brokerage business placed by the 10S5-managed funds. 
The IOS respondents, however, engaged in a scheme to obtain rebates of 
‘brokerage commissions paid on New York Stock Exchange transactions. 46/ 


The New York Stock Exchange commissions here under attack were 
paid by IPC's domestic fund,  FOA, an investment company registered with 
us as such under’the Investment Company Act. ; 


a“ Hs 
The salient facts are these: 


1. The IOS respondents gave some cf FOA'Ss New York Stock 
Exchange brokerage business to X Company, a New York Stock 
Exchange member firm. They did so because X Company had 
Gevised a technique for transmitting substantial chunks of 
excess institutional New York Stock Exchange brokerage back 
to the managers who placed orders with it. > 


2. X Company did not share the institutional New York Stock 
Exchange commission payments themselves with non-members. 

That would have been a blatant and an easily-detected viola- 
.tion of the New York Stock Exchange's anti-rebate rules. X 
Company's modus operandi involved the splitting of commissions 
generated by transactions in the over-the-counter market and 
on the Boston Stock Exchange. 47/ The institutional manager 


. 


Transamerica Corporation, 10 S.E.C. 454, 473-474 (1941); 
Kenneay, Cabot & Co., Inc., 44 S.E.C. 216, 223 (1970). 

. Federal Trade Commission v. Cement Institute, 333 U.S. 
‘683, 202-703 (1945); United States v. Grinnell Corp., 364 
U.S. 563, 582-583 (1955); Lyons v.. United States, 325 F.2d 
390, 375-396. (0.4. 9, kes cinimnscamannetacqarsmeen ty 


. *, . 


The Lipper respondents have no connection with this aspect of 
the proceedings., : 
X Company was a member of both the Boston and the New York Stock 
Exchanges. Like most other regional exchanges, the: Boston Stock. 
Exchange permitted its members to divide commissions with other 
professionals in the securities business, whether or not they 
belonged to it or any other. exchange. 2 Public Policy 171; 
Moses v. Burgin, 445 F. 2d 369, 375-376 (C.A. 1, 1971) cert. 
denied 404 U.S. 994 (1971). : 
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with whom those commissions were divided had no connection 
with, and had never even heard of, the over-the-counter 

and Boston transactiohs in question. X Company's clients 

in these trades were generally not institutions. Yet X 
Company was ready, willing, and able to send a stream of 
money arising out of these transactions to any institutional 
Manager who placed New York oor Exchange business with it. 


3. The amount of money that ‘the institutional manager tould 
expect to receive from X Company was directly related to the 
amount of New York Stock Exchange business he gave it. Thus, 
for example, an FOA New York Stock Exchange trade that’ pro- 
duced a $5,000 commission for X Company would be followed by 
-a $2,500 check from it to IPC. : 
4. X Company, however, was not a large firm. ‘Neither its 
over-the-counter nor its Boston volume was large enough to 
create a give-up pool sufficient in size to satisfy the 10S 
respondents’ desire for commission money. : 


5. At this point, Y Company, another brokerage house, 

became involved. Y Company was not a New York Stock Exchange 
member. But it had developed an ingenious "new technique” 
for arranging give-ups. The key to the new technique was Y 
Company's membership on the American Stock Exchange. Now 

the simple two-sided arrangement of old was displaced by a 
—*, relationship among IPC, X, and Y, involving: 
(a) * The continued placement of FOA's New Yor". “tock ? 
Exchange business with X Company -- accompanied now, 
however, by the notation tnat the.order had been cae 
with X Company, “courtesy of Y Company"; ° : 

(b) X Company's placement with Y Company of enough : 
American Stock Exchange business to produce net commissions 
for Y Company equal to the amount ‘of the New York Stock 
Exchange commissions just paid by FOA to X Company; 


(c) Y Company's subsequent disbursement of 52 -percent 
of the commissions received from the American Stock 
Exchange business that xX. Company had forwarded to it to 
two of Y~ Company’ s registered representatives; ~ 


(d) The vabeniion by those registered representatives | 
of two percent of the aforementioned commissions to 
compensate them for their services as intermediaries; 
and 


(e) The transmission of the 50 percent of these 
commissions to IPC so that. the upshot of this series 
of maneuvers was the return to IPC of 50 percent of 
the commissions its cestui que trust, FOA, had paid 
X Company. 


at sl 
_ 


. 
e 
. 
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Since IOS and IPC were fiduciaries for the funds they 
controlled, neither of them was free to appropriate benefits derived 
from the execution of FOA's portfolio transactions for itself. 48/ 
Of course, an investment company's manager may also be its broker. 49/ 
When the manager acts as a broker, he is entitled to be paid for his 
work. 50/ Here, however, neither 10S nor IFC ever supplied any brokerage 
services to FOA. Hence this is a twice-told tale. In the New York Stock 
Exchange context with FOA's commissions, just: as in the over-the-counter 
context with the foreign funds' commissions, the IOS respondents used 
their strategic position in, and controiling influence over, the funds 
to collect brokerage income from them without supplying any brokerage 
services in return. 


: We find, as did the administrative law judge, that the 10S 
respondents’ activities in connection with FOA's New York Stock Exchange 
transactions were in willful violation of Section 10(b) of the Exchange 
Act and Rule 10b-5 thereunder. We affirm and adopt as our own his 
~holding thats. 
"No legal ‘eset ion ceentatid | FOA tnstest 
of IPC from being the beneficiary of the arrangements 
e e« e « (T)he arrangements . . . constituted a fraud 
upon FOA and its shareholders for which IPC, and IOS 
@s a participant in the scheme, must be held accountable. 
It is aiso manifest from the record that IOS and IPC 
withheld details regarding arrangements that had been 
made for the benefit of IPC from FOA and its share- 
holders. Full and complete disclosure of that informa- 
tion was required of 10S and IPC in order to meet the 
fiduciary responsibilities that they had assumed by 
their active intervention in the management of FOA. 
- The failure of the respondents in this regard can only 
be viewed.as deliberate, and a deception that’ respondents 
felt necessary.to the success of their scheme." ‘ 


The IOS respondents.argue that their conduct was justifiable - 
under then existing industry practices and the New York Stock Exchange's 
rules. They claim that: : 


: 


. See Provident Management Corp., 44 S.E.C. 442 (1970); Consumer~ 
Investor tor Planning Corp., 43 S.E:C. 1096 (1969). 


See Public Policy 71, 188- 190. 
Section 17(e)(2)(A) of the Investment Company Act permits persons 
affiliated with registered investment companies and persons 
affiliated with such persons to receive "the usual and customary 
broker's commission if the sale is-effected on a securities 
exchange." _ 


- 
co 


® 


a 
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1. New York Stevk * change anti-rebate rules made it 
impossible for FOA » benefit from the reciprocal 
payments. Ng . 


2. Retail sellers of investment company shares commonly 
received reciprocal income from the funds' portfolio 
brokerage transactions. 


3. The reciprocal income paid IPC, and through it to 
IOS, was simply additional compensation for IPC's : 
services as the principal retail distributor of FOA's 
shares. : : 


4. Both IPC and FOA would have been at a competitive 
disadvantage vis-a-vis other mutual funds and other 
mutual fund managers, had they been precluded from 
paying and receiving reciprocal income. . 


These contentions are without merit. 


We begin by assuming arguendo that what respondents say about the 
impact of the New York Stock Exchange's anti-rebate rules is correct. 

On that assumption, no direct pecuniary benefits could have been passed 
back to FOA. Hence the IOS respondents had to choose between’ letting 
New York Stock Exchange members keep all of the commissions or Gevising 
- Some plan by which ‘hey, the respondents, could share in them. 


Even if that had been the situation, respondents would not have 
been privileged to do as they did. True, direct price competition’among 
exchange members was suppressed. - But it does not follow that there was 
no competition at all among exchange members. The sellers of New York 
Stock Exchange brokerage services were, in fact, in vigorous non-price 
competition with each other..-In the institutional sphere, that non- 
price competition took“several forws. One most Significant form was. 

a competition in supplying services to the institutions. Investment 
research was the principal form of such service. Sl/ hy 


In the circumstances of this case, the I0S respondents were under 
a duty to deploy FOA's excess brokerage or “brokerage power” for the 
fund's benefit, not theirs. It fellows that, if they had the capacity 
to cause any part of the commissions to leave the hands of the executing 
broker, they were bound to nse that part to buy research and related 
‘services of value to FOA's shareholders. tihen respondents entered into 
their kickback arrangements with X and Y, they breached that duty. 
Those arrangements were of great benefit to respondents. .But they did 
nothing at all for FOA. To the extent respondents chose to induce the 
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51/ See Public Policy 163-164. Pe ‘ 


aso J antchte sies «ne oo eeserenen emaciated necete tx = oleh hasan de an al met on 


Baal 34-11773 


. 


executing broker to give up a portion of the commissions, they could 
not cause it to benefit themselves in preference to FOA. 52/ 


The rules of the New York Stock Exchange provide no more justi- : 
fication for the IGS respondents’ retention of 2 porticn of the 
commissions on the New York Stock Exchange transactions than they did 
on the over-the-counter transactions previously discussed. IOS and IPC 
were neither members of the New York Stock Exchange nor subject to its if 
rules. And even if they had been, nothing in those rules would have a 
‘compelled them to keep this give-up money for themselves. These are 
what we deem the controlling considerations: 


1. Compkex reciprocezl and give-up arrangements, such as 
those that were entered into here, were designed for the 
very purpose of avoiding the New York Stock Exchange's 
anti-rebate rules. The over-the-céunter markets and the 
regional exchanges were brought into the picture because 
the New York Stock Exchange had no more than the mest 
peripheral sort of control, if that, over the economic 
aspects’ hades its members' activities on those markets. 53/ 


52/ The peculiarities of the investment company context call for 
‘standards higher; not lower, than those that prevail elsewhere. 
Cf. Brown v. Bullock, 194 F. Supp. 207, 233 (S.D.N.¥., 1961), 
affirmed 294 F.2d 415 (c.a. 2, 1951): "In light of the 
distinctive character of investment companies “and their easy) 
susceptibility to management abuses (e.g., looting of the 
companies by insiders using means both crude and subtle), 

one of the primary objectives of the 1940 Act was the protection 
of investment companies as well as investors against the derelic- 
tions of investment companies’ directors, investment advisers, 
other fiduciaries, and principal underwriters." 


53/ As the 1963 Special Study pointed out: “Return by an NYSE member 
- @f£ cash to his reciprocal correspondent for commission business 

would violate the anti-rebate rule ... , but the return of a 
cash equivalent in the form of profitable security commission 
business which might have been transacted directly by the NYSE 
member is permissible . .. . The Exchange's published constitu- 
tion and rules have never officially recognized a need to regu- 
late reciprocal commission arrangements. Its rule 369 outlaws 10 
specific commission practices either outright or under specified 
conditions, but does not mention reciprocal arrangements with 
non-member professionals." H.R. Doc. No. 95, pt. 2, 88th Cong., 
1st Sess. 304. 


? ‘ 
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2. The New York Stock Exchange aie not object to arrange~- 
ments under which excess brokerage stemming from trans- 
actions on its floor was used to reduce an investment 
company's advisory fee. Hence it would have been quite 
easy to give FOA the benefit of these give-ups. But 
respondents had no desire to do that. 


3. Unlike the New York Stock Exchange, six of the seven 
regional exchanges permitted non-members who were pro- 
fessionals in the securities business to share in commis-~ 
Sions arising out of transactions executed on them. 34/. 


Respondents’ argument that the give-ups in question are analogous 
to those that were common in the investment company industry during the 
relevant period is misplaced. As the owner of FOA's investment adviser 
and manager and as the principal underwriter of FOA's shares, IPC's 
position was in no way comparable to that of a mere retail seller of 
fund shares to whom the adviser-underwriters of the various funds 
whose shares he sold directed reciprocal brokerage income by way 
of give~ups in order to provide an additional incentive to sell their 
shares. IPC was a fiduciary for FOA and its shareholders. The 
Ordinary retail dealer is a merchant of* mutual fund shares; no 
fiduciary relationship exists between him and his merchandise. 


A mutual fund's adviser-underwriter needs no special incentive 
to promote the sale of shares in his own funds. Wis advisory fee 
. Supplies him with sufficient motive. And unlike the independent 
retail dealer, the adviser-underwriter has the entire sales charge 
at his disposal. Moreover, he has voluntarily bound himself by con- 
tract to exert his best efforts to promote the, sale of the fund's »} 
shares. . 


54/ Public Policy 171-173.. “It wouid not b@ inconsistent with those 
rules for dealer-distributed funds to direct give-ups to their 
adviser-underwrit:.s, all of whom are NASD members, for the 
purpose of applying these give-ups to reduce the advisory fees 
Payable by the funds." Id. at 173. See also Noses v. Burgin, 
445 F. 2d 369, 375 (C.A. I, 1971), cert. deniea 404 U.S. 994 
(1971). : : 


. 
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To the independent retail dealer, on the other hand, the hundreds 
of mutual funds promoted and managed by the various competing adviser- 
underwriters present a wide choice. Within a broad area, he has no 
Special reason to prefer to sell the shares of Fund Complex A rather 
than Fund Complex B. Hence the adviser-underwriters who sold through 
retail dealers were under strong competitive pressure to reward those 
Gealers with give-up money. 55/ The sale of FOA shares was already 
attractive to the IOS respondents. There was no need to make it even 
more attractive. 56/ We think it clear that the give-ups in question 
were not engendered by competitive exigencies. 57/ ° 


The IOS respondents assert that the FOA brokerage arrangements 
were adequately disclosed in its prospectuses. We see no substance to 
this disclosure clain. 58/ We are in full: accord with the administra- 
tive judge's holding that FOA's prospectuses were inadequate and mis- 
leading. 


The prospectuses made various statements about brokerage and 
about the basis on which brokers were selected. Those statements were 
more or less standard in the mutual fund prospectuses of those days. 
Although they could have been sharpened to some extent, they did say 
that FOA might give its brokerage business to those who sold its shares. 
They also said that brokerage might be allocated “at the request of 
Gealers including the Principal Distributor." 


Public Policy 170: "The customer-directed give-up has been’ 
used extensively by the funds. It permits them to entrust 

the execution of their portfolio transactions to a selected 
few brokers in whom they have special confidence and to reward 
with substantial cash payments the far larger group of brokers 
that distribute-their shares." - 


A high 10S official testified: "I very strongly urged {that] the 
firm 'profitability-wise' [would realize] much more residual bene- 
fits for the years to come through the building of a management fee 
than selling other people's funds even at maximum commission rates. 
I wasn't alone... . {[E]verybody recognized that." 


Respondents’ counsel treat the distinction between the adviser- 
underwriter who directed give-ups to unaffiliated retail dealers 
and their clients who directed give-ups to themselves as a dis-~ 
tinction without a difference. We disagree. We see a very real 
Gifference between the two situations. It is true that the 
adviser-underwriters who scattered give-up larresse amone hosts 
of retail dealers did so out of self-interest. By treating those 
@ealers generously, the adviser-underwriter encouraged sales, 
thereby enhancing the size of the-fund and his management fee, 
But IPC did not rely to any appreciable extent on independent 
-Gealers. It had its own sales force. And as a fiduciary, it 
could not retain any part of .the give-ups. 


Respondents say that they were not responsible for FOA's 
prospectuses. In view of their contro! over every aspect 
of FOA's affairs and of the fact that the FOA prospectus 
was on at least one occasion amended to accommodate them, 
we must reject their claim. 


o- 
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These “disclosures” certainly did not inform the ordinary investor 
that respondents were deriving direct cash benefits from POA's brokerage 
without doing any work in exc'iange for those benefits. A prospectus must 
be clear and candid. 59/- And FOA's prospectuses were at best murky 
and ambiguous. In thair last brie’ to us, I0S respondents themselves 
concede that "in hindsight" the “disclosures may appear... overly 
cryptic." 60/ . 


Respondents state that IPC collected $297,422 from X Company 
and Y Company as its share of FOA's New York Stock Exchange portfolio 
brokerage commissions. IPC ultimately returned this money to FOA. .- 

But it did not do so until after our staff had raised questions about 
the matter and had made it plain that it considered restitution the 
appropriate course. A refund made under such circumstances is no 
Gefense to the violations charged. And its mitigative weight is 
minimal. 61/ 


See, e.g., Franchard Seep, 42 S.E.C. 163, 184 (1964) and cases 
tnere cited. see also The holf Corp., 42 S.E.C. 1042, 1049 (1966): 
"The Act required a clear and uncOmplicated statement in the 
prospectus of the basic facts." 


Respondents argue that the disclosures in the prospectuses must 
have been adequate because our staff "cleared" them. There is no 
substance to that argument. To begin with, there is nothing in 

the record that even suggests that our staff knew that the pro- 
spectuses were supposed to disclose that the IOS respondents © 

were taking FOA's excess brokerage. Secondly, “The burden of 
seeing to it that a registration statement filed with us neither 
includes any untrue statément of a material fact nor omits to state 
any material fact required to be stated therein or necessary to make 
the facts therein not misleading always rests on the registrant 
itself, and it néver shifts to our staff." Doman Helicopters, Inc., 
41 S.E.C; 431, 441 (1963). Thirdly, there can be no sock thing as 
an estoppel against the Government in circumstances such as these. 
Boruski v. S.E.C., 289 F. 2d 738, 740 (C.A. 2, 1961); S.E.C. v. 


Culpepper, 270 F. 2d 24), 248 (C.A. 2, 1959); S.E.C. Vv. Morgan 
Lester Bockius, 209 F. 24 44, 49 (CeAs 3» 1953)- > : 


As we said in Richard K. Fudge, 30 S.E.C. 334, 339 (1949): 
“While restitution to defrauaed persons is to be encouraged, 

we cannot, on that basis alone, permit: violators to escape the 
consequences of their acts, particularly when restitution cones 
after discovery of their..misdeeds." The significance of the 
refund to FOA is further diminished by the fact that no part 

of the far larger sums ($1,450,000 as against $297,422) derived 
from the foreign ‘funds' over-the-counter brokerage commissions 
was ever returned to those entities. 


” 
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The above-described conduct with respect to FOA constituted 
a willful violation by IPC, willfully aided and abetted by I0S, of 
Section 17(e)(1) of the Investment Company Act. 62/ As pertinent here, 
that section makes it unlawful for any affiliatea person of a registered 
investment company, or any affiliated person of such person, “acting as 
agent, to accept from any source any compensation .. . for the purchase 
or sale of any property to or for such registered company . . . except in 
the course of such person's business as an underwriter or broker.” I0S and 
IPC were affiliated persons of an affiliated person of PFOA. And they also. 
had the power to make FOA's investment decisions and to direct its port~ 
folio transactions. Accordingly, they were “acting as agent” within the 
‘ meaning of Section 17(e)(1). 63/ Neither of them ever performed any 
brokerage or underwriting services in connection with the purchase and 
‘sale of FOA's portfelio securities. Those securities were FOA's 
"property" within the meaning of Section 17(e)(1). 64/ Accordingly, 
the retention of the reciprocal benefits derived from FOA's portfolio 
transactions was an impermissible form of compensation proscribed -by 
_ Section 17(e)(1). As affiliated persons who were not acting as brokers 
for FOA, IOS and IPC were subject to the prohibitions of Section 
17(e)(1)- 65/ 


As we have seen, unlike the foreign funds, FOA was a registered 
investment company. 


Cf. United Sta.es v. Deutsch, 451 F..2d 98, 109-111 (C.A. 2, 
Y571) cert. cenied, 407 U.S. 1019 (1972).. 


Id. at 114. See also Provident Management Corp., 44 S.E.Cc. 
Cor 


442, 448 (1970); Consumer-investor Piennin <i) 43 6.3.6. 


- 1096, 1101 (1969). 


As the Court of Appeals for the Second Circuit held in United 
States v. Deutsch: " '[A]cting as agent' is . . . a descriptive 
phrase distinguishing affiliated persons acting as brokers from 
those who are not acting as brokers in connection with a sale or 
purchase of securities for an investment company." 451 F. 2d at 
lll. As one commentatot observes: “Section 17(e) is basically 
an anti-kickback provision. Its proscriptions apply when the 

' affiliated person (or an affiliated person thereof) acts as an 
"agent'; when the money. received constitutes ‘compensation'; 
and the activities giving rise to the compensation are not 
within ‘the course' of the affiliated person's ‘business as 


an underwriter or broker'.” Butowsky, Mutual Fund Brokerage, 
3 Rev. of Securities Regulation $15 (1970). . 


? 
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Violations of other sections of the Investment Company Act 
flow from the ‘findings of violations of the antifraud provisions 
. and the provisions of Section 17(e)(1). Thus, FOA's advisory contract 
failed to discloses, as required, that its manager's compensation would 
include payments to IPC attributable to the allocation of brokerage 
on FOA portfolio cransactions. ‘The proxy solicitation material used 
in connection with the March 1967 FOA stockholders’ meeting and filed 
with us, and the April 1967 prospectus of FOA also filed with us, 
failed adequately to disclose that IPC would derive reciprocal income 
from the allocation of brokerage at its request and the inherent : 
conflicts of interest detrimental to FOA. Under the circumstances, ~ 
we conclude that IOS and IPC,-which controlled FOA, willfully violated 
or willfully aided dnd abetted violations of Sections 15(a)(1), 20(a) 
and 34(b) of the Investment Company Act and Rule 20a-1 thereunder. 66/ 
Those respondents also willfully aided and abetted violations of Section 
3l(a) of the Investment Company Act and Rule 3la-1(b)(9) thereunder, in 
. that through the concealment of such information, they caused FOA to 
maintain records which did not accurately reflect, as required, the 
basis for allocating its pent terse orders and the = of compensa- 
tion on such orders. © 


t dinicae is 


VII. THE PUBLIC INTEREST 
A. IOS 


IOS is a shambles today. There is little reason to believe that 
it has any appreciable power to inflict further harm on investors. 
Nevertheless, we agree with the administrative judge that it is in the 
public interest to bar I0S from association with any broker or dealer. 67/ 
That conclusion rests on two grounds. i . 
; The first relates to the gravity of IOS'S willful violations. 
‘ When misconduct is as serious and as pervasive as that of 10S in this 
case, we think the burden is on the respondent to show us why something 


66/ Section 15(a)(1) prohibits a person from serving as an investment 
adviser of a registered investment company in the absence of a 
written contract ‘precisely describing all compensation to be - 
paid thereunder. Section 20(a) and Rule 20a-1 prohibit solici- 
tations of proxies by means of a proxy statement containing any 
false or misleading statement of a material fact. Section 34(b) 
contains a similar prohibition with respect to documents filed — 
or transmitted ai esa has .to provisions of the Investment Company 
Act. 


See Globe Aircraft Corp., 26 S.E.C. 43 (1947) where we issued a 
Stop-order suspending the effectiveness of a Securities Act 
registration statement even though the issuer had been adjudi- 
cated a bankrupt so that the possibility of future trading in 

the registered securities was extremely remote. he did so 

because we considered a “stop-order .. . & necessary corollary. . 
of our finding that the registration statement is false and 
misleading” and because we viewed such an order as the appropriate 
"means of formally terminating the effectiveness of .the misleading 
document.” 26 S.E.C. at 55. 
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less than a total bar would be appropriate. No such showing’ having been 
made, anything short of a total bar would be inappropriate. 68/ i 


Secondly, we must weigh the effect of our action or inaction on 
the welfare of investors as a class and on standards of conduct in the 
securities business generaliy. It these proceedings are to be truly 
remedial, they must have a deterrent effect on other investment company 
managers who may be tempted to enrich themselves at the expense of their 
beneficiaries. 69/ We think-that a total bar is necessary to provide 
the deterrent effect. ' , 


B. IPC 
IPC's case differs materially from ICS's. IPC was a mere 
instrumentality. It was never an independent actor. Moreover, 
‘its present owners are wholly unaffiliated with I0S. It follows that 
& sanction against IPC could not possibly tend to achieve any remedial 
purpose. We therefore find it in the public interest to discontinue the 
proceedings, so far as they relate to IPC. . - 


C. Lipper Respondents 


y In his initial decision the administrative law judge said that 

‘the Lipper respondents' violations “were serious and long continuing." 

He also found that: . i 
"Lipper .. . did nothing to ameliorate [the} , 

fraudulent practice until’ his own .... financial 

success [was] assured. The picture that emerges 

from the record is of a man intent on personal gain 

and willing to take the risk that the scheme by 

which he could reach his goal would not be found 

illegal." . : 

In spite of these considerations, the administrative law judge 
thought twelve-month suspensions appropriate. He saw no likelihood 
that the Lipper respondents' misconduct would be repeated. And he 
viewed the unfavorable publicity that they had already received 
because of the institution of these proceédings as being in itself 
& sanction of some sevérity.. ae 


% Poa by 
Our 1967 order requiring IOS to conduct all its securities 
activities outside, the United States does not warrant a 
different result. That order was in the nature of a resignation 
by IOS as a part of a settlement-or charges based on entirely 
different facts. It can neither be equated with nor viewed 
as a substitute for a bar order predicated on findings of fact 
such as those made in this opinion. 


Beck v. S.E.C., 430 P. 24 673 (C.A. C, 1970) is inconsistent 
with these views. But we respectfully disagree with the holding 
of that case and decline to follow it. : 


~30- | es 


. The administrative judge is an adjudicator of long experience 
and great acumen. Hence we have considered his views with special 
care. We are, nevertheless, constrained to reject them. As we see it, 
the Lipper respondents were as culpable as I0S. In situations of this 
sort, the remitting broner and the receiving institutional manager are 
acting in pari delicteo. Neither can accomplish his ends without the 
other. we cannot be as Sanguine as the administrative law judge about 
future derelictions of this sort by the Lipper respondents. what we 
have before us is not some isolated indiscretion. Lipper Corp. owed 
its existence to I0S. And the Lipper-IOS relationship was rooted in 
the over-the-counter give-ups that flowed from Lipper to IPC. poe 


Congress, in writing Section 15(b) of the Exchange Act, viewed 
past misconduct as the basis for an inference that the risk of probable 
future misconduct was sufficient to require exclusion from the secu- 
rities business. Heving been directed by the Act to draw that inference 
whenever our discretion leads us to consider it appropriate, 70/ we 
must do so if the legislative aim is to be attained. 71/ We think 

the likelihood of future misconduct by the Lipper respondents sufficient 
to call for their,exclusion from the securities business. 72/ Moreover, 
as we have indicated in discussing ICS, that sanction will have a 
deterrent effect on other broker-dealers’ who may be inclined to partici- 
pate in the fraudulent schemes concocted by investment company managers. 


See A. J. White: & Co., Securities Exchange Act Release No. 
10645, Pp.. 5-6 (February 15, 1974), 3 SEC Docket 550, 551- sige 
Foelber-Patterson, Inc., 12 S.E.C. 330, 336 (1942). 


In the securities business opportunities for dishonesty 

recur constantly. This necessitates specialized-legal 
treatment. See Archer v. S.E.C., 133 F.2d 795, 803 (C.A. ; 
8, 1943), cert. denied 319 U.S. 767 (1943); Hughes v. S.E.C.,. 
174 F. 2d 965, 975 (C.A.D.C., 1949). 


This is so even though it appears that some years have now 

elapsed since they were:last engaged in the securities 

business. That obviated any need for speedy action by 

us. However, the Lipper respondents are still legally 

free to engage in the securities business. Since we 
believe that this would be incempatible with the public 

a eagaaa we are a sonnenoraianions to take appropriate preventive 

action. 


; 
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“VIII. CONCLUSION 


Our aden will: 


1. Bar I0S from association with any broker or dealer; 


2. Discontinue the proceedings with respect to IPC; A 


3. Revoke ‘Lipper eal s broker-dealer registration; 73/ 
and 


4. Bar Arthur Lipper, III ‘tron association with any 
broker or dealer. 74/ 


By the Commission (Chairman GARRETT, Commissioners TOORIS, EVANS and 
SOMKER), Commissioner icesutets not participating. 


George A. Fitzsimmons 
Secretary 


Lipper Corp. has applied for the withdrawal of that registration. 
Since we find revocation: the appropriate course, we shall deny. 
that request. 


The exceptions to the initial decision are overruled or sustained 
to the extent that they are inconsistent or in accord with the 
views expressed in this opinion. 
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In the Matters of 


ARTHUR LIPPER CORPORATION 
140 Broadway ; 

New York, New York. 
(8-13182) 


ARTHUR LIPPER, III 


‘IOS, .LTD, (S.A.) \ 
Geneva Switzerland 


“INVESTORS PLANNING CORPORATION 
OF AMERICA 

(now known as CIP, Inc.) 

New York, New Yori: 


(8-12574) 


ORDER IMPOSING REMEDIAL SANCTIONS ‘AND DISCONTINUING PROCEEDINGS 


On the basis of the Commission's opinidn issued this day, it is 


ORDERED that IOS, Ltd. (S.A.) be, and it hereby is, barred from 
association with any broker or Gealer; and it is further 


ORDERED that Arthur Lipper Corporation's request for the with- 
Grawal of its registration as a broker and dealer be, and it hereby is, 
Genied; and it is further 
. ORDERED that Arthur Lipper Corporation's aforementioned broker- 
Gealer registration be, and it hereby is, revoked; and it is further 


. 


ORDERED that Arthur Lipper, III be, and he hereby is, barre 
from association with any broker or dealer; and it is further 


ORDERED that the proceedings with respect to Investors Planning 
Corporation of America, now known as CIP, Inc., be, and they hereby aie, 
discontinued, 


By the Commission, 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 _ : SECURITIES 2. EXCHANGE COME 
MAILED FOR SERVICS 


JANS 1976 
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Rel, No. 11980 / January 6, 1976 


Admin. Proc. File Nos. (3-2156)and 3-2157 


In the Matter of 


ARTHUR LIPPER CORPORATION, ET AL. 
140 Broadway 
New York, New York 


(8-13182) i 


MEMORANDUM OPINION AND ORDER DENYING PETITION FOR REHEARING 
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PRACTICE AND PROCEDURE { 


Rehearing 


Oral Argument pe . 


Petition for rehearing based solely on changes in the Comris- 
sion's composition between the dete of oral argument ana the 
date of decision, so that three of the four commissioners who 
participated in the decision had not been eresent at the argu- 
ment, denied, because petitioners' position that a reesing 

of the transcript of the argument was an inadequate sudsti- 
tute for the live argument greatly overstated the importencse 
of the latter and because rehea: G Was unlikely to alter the 
° result. 


APPEARANCES: 


John A, Dudley and Judith k. Minsker,of Sullivan & Worcester, for Arthur 
Lipper Corporation and Arthur Lipper, III. 


Theodore I. Sonde, Gregory C, Glynn, William D. Moran and Marvin E, 
Jacob,for the Coznmission's Division of Enforcement. 


I. 


Between the date on which oral argument was heard and the date on which 
the cause was decided, the composition of this body changed. Three of 
the four commissioners who perticipated in the unanimous decision (Secu- 
rities Exchange Act Release No. 11773 (October 24, 1975), 8 SEC Docket 
' 273) did not take their seats here until after argument had been heard 
by their predecessors. Pointing to that fact tma to it alone, respon- 
dents seek rehearing. i 


II. 


Respondents state that they are "fully aware" of Rule 21(f£) of our Rules 
of Practice, which provides that “Any member or members of the Commission 
who were not present at the oral arguxent may participate in the decision 
of the proceeding. any Comalssioner participating in the decision who 
was not present at oral argu:ent will review the transcript of such argue 
ment." They contend, however, that th:s rule applies only to cases in 
which "a majority of the quorum participating in the decision had in fact 


heard oral argument." They argue that: 


ners . . . a ——- man 
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. 
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a4 . 3"-11980 — 
“The passive reading of a’transcript is not 


equivalent to active, in person, oral advocacy. A 
procedure whereby oral argument presented to one 


a : group of Commissioners is put in written form and 
= roe read by another groun, in effect robbed the peti- 
- - tioners of an opportunity to present their ‘case 
orally." 
aii. ; : ’ 


We disagree. Respondents cite no authority. in support of their position. 
Nor has our own reseerch unearthed anything that tends to sustein the 
conclusory contention that the “circumstances of this case demand that 
Oral argument be reheard to effect substantial due process." 1/ : 


Iv. 


We do not deprecate the value of live argument. But we think that appli- 
cants exaggerate its significance. 2/ it is true that an adjudicator who 
actually listens to oral advocacy is in a somewhat different position : 
from one who reads the transcript of an oral argument made to others. 

That difference, however, is one of degree, not one of kind. It is not 
fundamental enough to raise a due process question. - 

The transcript of an oral argument on legal questions preserves everything 
of substance that transpired when the advocates spoke. True, a transcript 
cannot perpetuate gesture, demeanor, tone of voice. But these, whatever 
their significance in jury trials on questions of fact, are of no real 
moment here. : 


v. 


The instant application raises only a procedural question of a discre- 
tionary character. No showing has been made that warrants exercising 
that discretion in respondents' favor. 3/ When the case was here, it was 
considered with great care. The opinion was based on a cereful study of 
the massive record and of the materials cited by the parties as well as 
those found by our own research. Respondents raise no new points. Nor 
_ 
i/ What are those circumstances? Respondents point to two. They savy 
that “Important legal issues are in controversy" and that “the Commis-— 
sion's action against the Petitioners has severely limited their busi- 
ness activities.” But there is.nothing the least unusual about either 
factor. We often deal with important legal issves. And the very 
nature of our avesi-judicial duties frequently demands the imposition 
of severe limitations on the business activities of the respondents 
ay : who come before us. ‘ 
2/ See Moraan v. United States, 298 U.S. 468, 481 (1936): Federal Communi- 
cations Commission v. WIR, 337 U.S. 265, 281-284 (1949); Gearnart & 


e- 42 S.E.C. 1 (1964); isthmus Steamship & Salvage Co., 42 
S.E.C. 465 (1964). : 


3/ The changes in the composition of this body on which the instant appli- 
‘cation is predicated took place long before the decision issued. 
Respondents could have moved for reargument while the case was still 

undecided. But they did not choose to do so, ee 


do they try to show us how we erred.- Hence we think it most unlikely 
that rehearing would alter the result. In these circumstances a new 
round of Oral argument appears pointless. ¥ ’ 


ae VI. 


Accordingly, the petition for rehearing is DENIED. 


By the Commission (Commissioners LOOMIS, EVANS and SOMMER); Chairman 
HILLS and Commissioner POLLACKX not partic; i : 


a Compare Christiana Securities Company, Investment Company Act Release 
No. 8692 (February 27, 1975), 7 SEC Docket 369. : 


